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THIRD  REPORT  ON  PROMOTING  LONG-TERM 
PROSPERITY  FROM  THE  COMPETITIVENESS 
POLICY  COUNCIL 


THURSDAY,  MAY  12,  1994 

House  of  Representatives, 
Subcommittee  on  Economic  Growth 

AND  Credit  Formation, 
Committee  on  Banking,  Finance  and  Urban  Affairs, 

Washington,  DC. 

The  subcommittee  met,  pursuant  to  notice,  at  2:15  p.m.,  in  room 
2220,  Rayburn  House  Office  Building,  Hon.  Paul  E.  Kanjorski 
[chairman  of  the  subcommittee]  presiding. 

Present:  Chairman  Kanjorski,  Representatives  LaFalce  and 
Fingerhut. 

Mr.  Fingerhut  [presiding].  We  will  call  the  subcommittee  to 
order. 

The  chairman  is  on  his  way,  having  just  made  sure  that  the  final 
votes  are  tallied  on  his  very  important  bill  on  the  floor.  I  am  sure 
he  will  want  to  make  his  opening  statement  when  he  arrives,  but 
due  to  the  time  and  due  to  the  large  crowd  that  has  come  to  hear 
you,  Fred,  it  seems  to  me  we  ought  to  begin. 

We  are  once  again  pleased  to  have  Dr.  Bergsten  before  the  sub- 
committee, and  pleased  to  receive  the  third  report  of  the  Competi- 
tiveness Policy  Council.  The  Competitiveness  Council  has  made  a 
singular  contribution  to  our  deliberations  on  government  policy  to- 
ward our  economy  over  the  last  few  years,  and  we  welcome  your 
comments  today  and  your  new  additions  to  this  debate. 

Dr.  Bergsten. 

[The  prepared  statement  of  Mr.  Kanjorski  can  be  found  in  the 
appendix.] 

STATEMENT  OF  C.  FRED  BERGSTEN,  CHAIRMAN, 
COMPETITIVENESS  POLICY  COUNCIL 

Mr.  Bergsten.  Thank  you  very  much  for  inviting  me  to  launch- 
ing the  council's  third  annual  report  to  the  President  and  Congress 
through  this  presentation  this  afternoon.  I  want  to  say  at  the  out- 
set how  much  I  have  appreciated  the  subcommittee's  support  and 
your  personal  support  for  all  of  our  work.  It  has  been  a  very  impor- 
tant source  of  encouragement  to  us.  We  have  enjoyed  working  with 
you  and  your  colleagues  closely  on  a  number  of  issues  and  we  look 
forward  to  continuing  to  do  so.  I  think  we  are  seeing  some  results, 
which  is  the  bottom  line  and  the  most  encouraging  part  of  this 
process. 

(1) 


The  council  is  today  submitting  its  third  annual  report  to  the 
President  and  Congress.  It  is  actually  the  fourth  major  report  the 
council  has  issued.  Last  fall  the  council  issued  an  interim  report, 
a  kind  of  initial  score  card  on  how  the  new  Clinton  administration 
and  the  Congress  were  doing  in  implementing  some  of  the  propos- 
als put  forward  in  our  second  report  last  March,  for  improving  the 
country's  competitive  posture. 

The  council's  third  annual  report  includes  a  combination  of  fur- 
ther review  of  how  things  are  going,  plus  some  new  proposals  for 
the  future.  I  have  prepared  some  written  testimony  for  submission 
to  you,  and  I  would  ask  that  that  be  put  in  the  record  along  with 
the  report  itself. 

Mr.  FiNGERHUT.  Without  objection. 

Mr.  Bergsten.  In  the  interest  of  time,  allow  me  to  simply  tick 
off  three  central  points  at  the  outset  and  then  open  up  for  discus- 
sion on  them. 

The  first,  which  we  lead  our  new  report  with,  is  to  assess  the 
current  state  of  American  competitiveness.  We  do  that  partly  as 
our  normal  function,  that  is  at  the  core  of  our  own  responsibility, 
but  also  because,  with  the  pickup  in  the  economy,  one  is  beginning 
to  hear  voices  saying  the  United  States  has  solved  its  competitive- 
ness difficulties.  After  all,  we  are  growing  much  faster,  unemploy- 
ment is  coming  down,  we  are  looking  particularly  good  compared 
with  the  major  foreign  countries,  the  Europeans  and  Japanese,  who 
remain  pretty  much  dead  in  the  water,  and  so  there  are  some  who 
say  the  problem  is  over. 

The  council  wishes  it  were  so.  We  are  certainly  encouraged  by 
the  progress,  and  we  think  that  the  current  improved  state  of  the 
economy  is  a  very  good  opportunity  to  move  forward  the  agenda  for 
dealing  with  some  of  the  problems,  but  we  are  afraid  we  have  to 
conclude  that  some  deep  underlying  structural  difficulties  still  re- 
main. The  council  looks  back  to  the  variables  that  were  outlined  in 
its  first  report  as  being  central  to  the  problem  of  American  com- 
petitiveness, and  whereas  there  is  progress  on  some,  and  there  are 
policy  initiatives  to  help  deal  with  some,  many  are  still  looking  not 
so  good. 

For  example,  our  low  national  saving  rate.  You  may  remember 
that  we  put  at  the  core  of  our  proposals  a  whole  strategy  to  sharply 
increase  productivity  growth  in  the  U.S.  economy.  Without  that, 
you  simply  don't  get  increases  in  standard  of  living  and  real  eco- 
nomic performance. 

In  the  last  couple  of  years,  productivity  growth  has  been  consid- 
erably faster.  So  we  asked  a  couple  of  the  country's  preeminent  ex- 
perts on  that  topic  to  analyze  it  for  us  in-depth:  Has  there  been  a 
structural  lasting  pickup  in  productivity  growth,  or  is  this  a  tem- 
porary phenomenon  which  is  the  normal  part  of  a  cyclical  recovery. 

Unfortunately,  the  answer  was  primarily  the  latter.  You  always 
get  a  pickup  in  productivity  as  the  economy  recovers  in  the  early 
stages  of  the  business  cycle.  There  may  be  a  couple  of  tenths  of  a 
percent  of  more  lasting  pickup  in  productivity,  but  we  won't  know 
for  sure  for  a  while.  There  is  certainly  no  evidence  of  any  major 
pickup  along  the  lines  of  the  doubling  or  tripling  that  we  have 
recommended. 


When  one  asks  why  that  is  the  case,  one  is  driven  back  to  the 
underlying  sources  of  productivity  growth.  The  level  of  investment 
in  the  economy,  and  particularly  the  level  of  national  saving.  And 
here  the  results  are  not  only  not  reassuring,  they  are  very  much 
a  source  for  concern.  Private  saving  in  the  economy  last  year  plum- 
meted to  an  all-time  new  record  low,  meaning  that  we  are  generat- 
ing even  less  of  the  domestic  seed  capital  for  improving  our  private 
investment  and  our  productivity  growth  in  the  future  than  we  had 
been  in  the  past.  That  is  clearly  not  a  good  sign  for  the  future. 

In  addition,  some  of  the  indicators  on  the  external  side  are  get- 
ting worse.  The  trade  and  current  account  deficits,  which  had 
dropped  below  1  percent  of  GDP  as  recently  as  1991,  are  again  ris- 
ing very  rapidly.  This  year  the  trade  deficit  will  probably  hit  an  all- 
time  record  level:  $170  billion  or  so.  It  is  on  a  course  heading  to- 
ward $200  billion  or  so  next  year. 

Now,  we  don't  put  an  overwhelming  focus  on  trade  or  the  trade 
balance  as  an  indicator  of  competitiveness.  As  you  know,  we  have 
a  much  broader  definition:  Standard  of  living  of  the  American  pub- 
lic. But  the  external  position  of  the  country  is  one  good  indicator 
of  how  we  are  doing,  and  the  fact  that  the  numbers  are  again  dete- 
riorating substantially  is  a  cause  for  concern. 

The  rising  deficits,  also  not  so  incidentally,  increases  our  depend- 
ence on  foreign  capital  to  come  in  and  provide  investment  funds. 
That,  as  we  know  from  market  disruptions  over  the  last  few  weeks, 
is  a  particular  source  of  concern  at  a  time  of  financial  instability. 
It  also  reminds  us  that  being  the  world's  largest  debtor  country 
and  getting  into  debt  by  an  additional  $100  to  $200  billion  a  vear 
is  not  a  very  sound  financial  position  and  raises  questions  about 
how  much  basic  improvement  is  going  on. 

The  third  and  final  point  I  would  mention  under  this  heading  is 
simply  that  real  wages  and  total  compensation,  which  we  think  are 
probably  the  best  measures  of  the  country's  living  standards,  are 
still  not  growing.  They  are  stagnant  and  have  not  grown  for  20 
years.  In  some  income  groups  of  the  work  force,  real  wages  have 
actually  declined,  and  income  distribution  in  a  relative  sense  has 
gotten  worse.  So  there  are  a  number  of  indicators  on  which  we  are 
failing  to  make  progress,  and  in  some  senses,  maybe  even  getting 
worse.  That  is  point  one. 

Point  two  concern  policy  efforts,  particularly  over  the  last  IV2 
years.  Here  we  are  reasonably  optimistic.  We  think  progress  is 
being  made.  The  budget  agreement  that  you  here  in  the  Congress 
worked  out  with  the  administration  last  year  is  a  significant  step 
forward.  It  gives  the  promise  of  cutting  the  budget  deficit  in  half 
as  a  share  of  GDP.  That  is  the  most  promising  way,  in  fact  the  only 
way  we  really  know,  to  raise  the  national  saving  rate  and  provide 
more  capital  that  can  be  productively  invested.  So  that  is  a  major 
step  forward. 

There  have  also  been  important  legislative  steps,  including  the 
Goals  2000  legislation  for  education,  progress  or  technology  legisla- 
tion, the  administration's  proposal  for  worker  retraining.  So  in 
terms  of  legislative  action,  and  here  we  have  many  kudos  for  the 
Congress,  but  also  in  terms  of  additional  proposals  that  have  been 
forthcoming  or  are  now  before  the  Congress  and  are  now  being  con- 
sidered,  we   are  hopeful   and  optimistic   that  the   tide  has  been 


turned.  Conventional  wisdom  now  recognizes  the  need  to  improve 
the  country's  competitive  performance  and  policy  focus  in  these 
areas,  and  therefore,  further  progress  can  be  anticipated. 

Here  I  would  again  underline  the  point  made  earlier  that  with 
the  economy  in  a  stronger  position,  we  should  be  in  a  favorable  en- 
vironment, both  to  have  more  resources  to  devote  to  productivity- 
enhancing  programs,  as  well  as  further  moves  toward  reducing  the 
budget  deficit,  thereby  improving  the  national  saving  rate. 

Third  and  finally  on  a  point  that  has  been  of  great  interest  to 
this  subcommittee,  and  I  know  to  the  chairman,  we  have  taken  a 
hard  look  at  the  overall  budget  situation  and  the  way  it  applies  to 
the  country's  competitive  position  as  a  whole.  One  thing  we  have 
done,  stimulated  considerably  by  the  conversation  I  had  with  the 
subcommittee  last  November,  is  to  suggest  the  implementation  of 
an  investment  budget  for  the  Federal  Government. 

There  are  some  striking  facts  that  are  hardly  known  at  all  in  the 
country.  One  is  that  the  share  of  government  nondefense  spending 
that  has  gone  into  public  investment  has  been  cut  in  half  over  the 
last  30  years.  In  1965,  we  were  spending  about  one-quarter  of  all 
of  our  nondefense  outlays  on  public  investment:  Training,  R&D, 
public  infrastructure,  legitimately  defined  investment  needs.  Now 
that  number  is  about  11  percent,  less  than  half  what  it  was  in  the 
past.  That  is  a  decline  of  something  like  $40  billion  of  funding  that 
otherwise  could  be  put  into  high  payoff,  high  productivity  invest- 
ment spending  that  could  improve  the  country's  competitiveness, 
increase  our  standards  of  living,  and  strengthen  our  economy  over 
time. 

So  we  believe  as  an  important  first  step  the  administration  and 
the  Congress,  through  the  CBO  and  deliberations  between  the  two, 
should  be  highlighting  the  fact  that  the  share  of  the  government 
spending  that  goes  to  investment  opportunities,  high  payoff  for  the 
economy  as  a  whole,  has  dipped  enormously  and  needs  to  be  turned 
around.  We  then  provide  details  concerning  Federal  training  pro- 
grams, basic  education,  public  infrastructure,  and  R&D.  The  basic 
point  is  that  we  need  a  turnaround  in  the  contribution  of  govern- 
ment investment  to  the  country's  economic  future,  and  we  think 
one  way  to  shine  the  spotlight  on  that  and  begin  to  move  in  that 
direction  would  be  through  an  investment  budget. 

The  council  focuses  on  the  need  to  improve  the  quantity  and 
quality  of  public  investment.  We  want  to  work  with  Congress  to 
push  the  administration  in  this  direction. 

I  can  report  from  some  recent  conversations  with  Laura  Tyson, 
who  is  a  member  of  our  Competitiveness  Policy  Council,  that  the 
administration  is  considering  our  proposal  in  this  area  quite  seri- 
ously. They  are  interested  in  it,  believe  it  would  be  consistent  with 
their  own  thinking,  and,  in  fact,  might  help  move  ahead  the  pro- 
grams that  they  would  like  to  see  take  a  bigger  share  of  the  Fed- 
eral budget  dollars.  So  on  that  one,  I  am  encouraged  by  responses 
from  the  administration.  I  would  hope  to  push  it  more  widely  in 
the  Congress  and  hope  that  we  could  all  work  together  in  pushing 
ahead  on  that  front. 

I  will  stop  here,  but  obviously  be  happy  to  answer  any  questions 
that  you  all  have. 


[The  prepared  statement  of  Mr.  Bergsten  can  be  found  in  the 
appendix.] 

Mr.  Fengerhut.  I  thank  you  for  the  testimony.  There  are  a  lot 
of  points  that  I  am  sure  the  chairman  will  want  to  inquire  about, 
and  I  will,  too,  but  particularly  your  responsiveness  on  the  point 
of  the  investment  budget  which  I  am  sure  was  on  your  agenda  any- 
way, and  was  something  that  we  had  talked  about  in  the  previous 
hearings.  If  we  are  successful  in  convincing  the  administration  and 
the  Congress  to  adopt  this  approach,  I  think  that  we  will  strength- 
en the  turnaround  of  the  budget  debate  which  is  often  less  than 
enlightening. 

The  chairman,  I  understand,  has  voted.  I  will  go  vote  and  am 
happy  to  turn  it  back  to  you  while  I  do  that. 

Chairman  Kanjorski  [presiding].  Thank  you  very  much,  Mr. 
Fingerhut.  I  do  appreciate  it. 

I  apologize  for  being  late,  Doctor. 

Your  testimorw  mentions  the  concept  of  an  investment  budget  to 
contrast  the  difference  in  Federal  spending  from  short-  and  long- 
term  needs.  I  assume  you  have  some  concept  of  the  structure,  and 
I  would  certainly  appreciate  hearing  more  about  it  to  see  what  we 
could  do  with  it. 

Mr.  Bergsten.  I  want  to  repeat  one  figure  I  mentioned  just  be- 
fore you  came  in,  because  it  is  so  striking.  The  fact  that  the  share 
of  government  nondefense  outlays  going  into  public  investment  has 
been  more  than  cut  in  half  over  the  last  30  years.  It  was  25  percent 
of  the  government  budget  as  recently  as  1965;  it  was  11  percent 
last  year.  That  represents  something  like  $40  billion  of  reduced 
government  spending  on  investment  needs  that  would  have  been 
spent  had  the  share  of  nondefense  outlays  remained  at  its  previous 
level.  So  we  are  talking  a  lot  of  money.  Enough,  in  fact,  to  fund 
most  of  the  initiatives  that  have  been  proposed  in  recent  years,  the 
education,  training,  public  infrastructure,  R&D  areas.  So  if  we  can 
at  least  get  back  even  to  the  earlier  share  of  government  spending, 
at  a  time  when  the  United  States  thought  its  economic  situation 
was  pretty  good,  maybe  we  need  to  go  beyond  that.  But  if  we  could 
get  even  back  to  that  share,  it  could  make  an  enormous  difference. 

What  we  would  like  to  do  is  have  the  President,  when  he  pre- 
sents the  annual  budget  through  the  work  of  0MB  and  the  Cabinet 
and  the  like,  begin  to  focus  the  spotlight  on  precisely  this  issue: 
How  much  of  the  government's  budgetary  spending  is  going  for 
long-term  investment  that  will  have  a  payoff  in  two  senses,  a  pay- 
off in  terms  of  long-term  growth  in  the  economy  through  enhancing 
productivity,  and  through  that,  higher  standards  of  living  for  the 
American  people.  It  strikes  us  that  that  would  be  politically  popu- 
lar, as  well  as  intellectually  sound,  and  so  ought  to  sell. 

In  addition,  I  think  it  would  support  the  basic  thrust  of  the  cur- 
rent administration's  program.  They  are,  after  all,  trying  to  im- 
prove public  investment.  They  have  made  proposals,  some  of  them 
already  voted  by  the  Congress  in  the  education,  training,  infra- 
structure, and  R&D  areas,  and  putting  this  broad  conceptual 
framework  around  the  panoply  of  individual  issues,  we  think  would 
help. 

One  of  the  problems  we  flagged  in  our  interim  report  last  Octo- 
ber was  a  failure  on  the  part  of  the  administration,  and  the  public 


more  broadly,  to  clearly  articulate  and  understand  the  linkage 
among  a  lot  of  the  initiatives  that  have  emerged  since  the  start  of 
the  Clinton  administration  and  the  legislation  that  has  been  pur- 
sued to  promote  it  in  the  Congress.  We  think  there  is  such  a  link- 
age among  a  lot  of  the  issues,  all  relating  to  the  competitiveness 
question,  that  efforts  that  are  undertaken  in  a  number  of  these 
areas,  which  probably  seem  disparate  and  unconnected  to  even  the 
intelligent  newspaper  reader  or  a  layman  are  in  fact  a  part  of  the 
larger  mosaic,  all  intended  to  improve  the  country's  investment 
posture,  therefore  productivity,  therefore  standard  of  living. 

And  the  council  believes  that  if  a  general  rubric  and  foundation 
could  be  placed  on  which  all  the  pieces  could  rest,  the  effectiveness 
and  the  understandability  of  all  of  the  individual  pieces  would  be 
much  improved.  This  is  the  role  we  think  an  investment  budget 
could  play,  expanding  the  focus  beyond  just  the  numbers,  to  in- 
clude the  conceptual  consistency  of  trying  to  put  the  different 
pieces  together.  The  council  believes  this  would  improve  the 
chances  for  getting  meaningful  action  of  the  type  we  are  talking 
about. 

Chairman  Kanjorski.  It  seems  that  prior  to  the  election,  a  lot 
of  us  spent  time  talking  about  the  difference  between  consumption 
and  investment  budgets,  and  it  looked  like  the  present  administra- 
tion was  certainly  going  to  make  a  commitment  to  the  investment 
budget,  and  I  think  they  have.  I  think  the  Congress  has  attempted 
to  do  that,  in  a  way.  But  there  does  not  seem  to  be  receptivity  in 
the  media  or  the  academic  world  to  help  explain  that  distinction  to 
the  American  people. 

What  I  am  saying.  Doctor,  is  that  it  is  much  easier  to  pass  con- 
sumptive spending  in  government  than  investment  spending. 

Mr.  Bergsten.  Yes. 

Chairman  Kanjorski.  What  suggestions  do  you  have  for  those  of 
us  who  are  frustrated  with  the  democratic  process  being  able  to  at- 
tain that?  For  example,  I  just  left  the  floor  after  the  Economic  De- 
velopment Administration  Authorization  Act  finally  passed.  A  lousy 
third  of  a  billion  dollars  a  year,  practically  a  pittance.  But  to  listen 
to  the  opposition  to  that  type  of  funding,  you  would  think  we  had 
just  mugged  the  Statue  of  Liberty. 

Mr.  Bergsten.  Well,  there  is  a  problem,  because  of  the  short- 
termism  that  we  pointed  to  in  our  first  report  as  being  a  fun- 
damental ill  of  American  society,  and  of  course,  it  infects  this  body 
as  well  as  most  others,  perhaps  even  more  so.  But  I  am  very  at- 
tuned to  the  problem,  because  the  Competitiveness  Policy  Council 
discussed  this  issue  in  its  first  year.  We  had  a  big  debate  ourselves 
as  to  this  tradeoff. 

It  all  comes  back  to  a  simple  economic  fact:  The  only  way  to  raise 
the  sustainable  level  of  consumption  is  to  increase  the  rate  of 
growth  in  the  economy,  which  requires  increasing  the  rate  of  pro- 
ductivity growth  in  the  economy,  and  that  requires  saving  and  in- 
vesting more  now.  It  is  not,  in  other  words,  a  tradeoff  between  con- 
sumption and  investment.  It  is  a  tradeoff  between  short-term  con- 
sumption and  long-term  sustainable  consumption. 

And  the  only  way  to  get  a  higher  level  of  income  and  consump- 
tion over  the  long  run,  is  to  alter  the  share  of  your  current  income 
that  is  spent  on  consumption  versus  saving.  If  you  are  willing  to 


consume  a  little  smaller  share  of  the  growth  of  your  income  now, 
and  invest  that,  you  will  ultimately  raise  the  level  of  your  income 
and  vour  ability  to  consume  more  later.  And  the  obvious  evidence 
for  tnat  is  that  the  countries  whose  consumption  growth  has  risen 
the  fastest  are  those  who  have  had  the  lowest  consumption  share 
of  their  spending  in  the  short  run;  That  is,  the  higher  saving  and 
investment  rates. 

And  this  point,  which  is  in  a  sense  simple  economics,  is  a  little 
complicated  for  the  layperson  to  understand.  Therefore,  the  Com- 
petitiveness Policy  Council  has  tried  to  put  forward  this  relation- 
ship again  and  again,  as  a  mantra  of  our  whole  approach. 

When  people  are  willing  to  reflect  on  this  notion  for  a  few  min- 
utes, they  begin  to  understand  it.  If  we  could  get  the  media  and 
the  policy  process  and  the  President  in  public  speeches  to  call  at- 
tention to  this  fundamental  fact,  then  we  might  be  able  to  make 
additional  progress.  It  is  not  as  if  you  have  to  take  away  from  con- 
sumption now.  You  just  have  to  devote  a  little  greater  share  of  the 
growth  of  your  consumption  to  investment. 

Say  incomes  are  rising  2  to  3  percent  a  year.  Instead  of  spending 
95  percent  and  saving  5  percent,  which  is  what  we  do  in  our  good 
years  (last  year  it  was  98  and  2),  you  went  to  90  and  10  or  even 
93  and  7,  the  discernible  payoff  10  years  from  now,  let  alone  30 
years  from  now  is  discernible.  And  that  is  the  tricky  point,  but  fair- 
ly straightforward.  I  believe  people  would  begin  to  appreciate  this 
point  if  our  political  leadersnip  was  willing  to  make  this  speech 
once  a  day  and  twice  on  Sundays. 

Chairman  Kanjorski.  Well,  it  is  interesting.  I  guess  what  you 
are  trying  to  do  is  use  moral  suasion  to  discourage  people  from  con- 
sumption in  the  short  term.  But  in  a  democratic  society,  that  is 
very  difficult  to  do.  It  strikes  me  that  when  I  go  back  to  my  dis- 
trict, so  often  the  chamber  of  commerce  or  the  business  community 
will  feel  that  I  am — ^you  know,  a  sinner  if  I  do  not  encourage  con- 
sumption, business  activity,  everything  that  forces  higher  expendi- 
ture, and  an  increase  of  the  productivity  level. 

As  a  matter  of  fact,  the  majority  leader  had  a  meeting  not  too 
long  ago  with  many  of  us  who  are  interested  in  this  issue,  and  we 
were  talking  about  using  government  as  a  tool  to  make  a  commit- 
ment of  investment  and  a  commitment  of  specific  funding  for  that 
investment,  long  term.  We  could  almost  lock  it  in  on  the  govern- 
mental side,  but  that  is  not  quite  a  democratic  process.  It  is  tinker- 
ing, if  you  will,  and  I  am  not  so  sure  that  the  public  political  mode 
is 

Mr.  Bergsten.  Here  is  an  interesting  calculation  that  we  should 
have  made  and  we  haven'L,  but  I  will  ask  my  colleagues  now  to  do 
it.  I  have  already  referred  to  the  cutting  in  half  of  the  share  of  gov- 
ernment spending  that  has  gone  into  investment  over  the  last  30 
years.  Most  of  the  decline  has  gone  instead  into  what  you  are  call- 
ing consumption,  entitlement  programs,  short-term  transfer  pay- 
ments. Suppose  over  that  30-year  period,  the  decline  had  not  oc- 
curred, and  that  extra  $40  billion  in  today's  dollars  had  been  spent 
for  government  investment  every  year  over  the  last  years,  rather 
than  on  those  consumption  programs.  I  believe  that  a  lot  of  the 
people  who  were  calling  for  the  consumption  programs  and  feeling 
that  they  benefited  from  this  orientation  of  government  paying  to- 
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ward  consumption  would  be  better  off  today  had  the  money  been 
invested. 

Chairman  Kanjorski.  Oh,  I  absolutely  agree.  The  problem  is, 
how  do  you  convince  them  of  that? 

Mr.  Bergsten.  Well,  maybe  to  give  them  a  little  historical  pic- 
ture like  this  and  say  we  made  a  conscious  or  unconscious  shift  in 
the  allocation  of  government  spending  over  the  last  30  years  and 
we  did  it  in  response  to  you,  Mr.  and  Mrs.  Voter,  because  you 
wanted  these  short-term  programs.  I  am  here  to  tell  you,  you 
would  be  better  off  today  if  we  had  stuck  with  the  longer  term 
spending.  And,  certainly,  in  terms  of  their  children's  education — I 
mean,  there  is  much  concern  today  that  the  next  generation  is  not 
going  to  improve  the  way  the  previous  American  generations  have 
always  been  able  to  expect  to  improve.  And  the  big  reason  for  that 
is  this  failure  to  invest. 

And  if  you  can  convince  people  that  by  giving  up  half  a  percent- 
age point  on  their  Social  Security  COLA  their  children  would  have 
had  better  education  and  they  would  be  able  to  earn  50  percent 
more  over  their  lifetime,  maybe  they  would  understand  and  buy 
that. 

Chairman  Kanjorski.  Perhaps  we  ought  to  have  more  of  a  dis- 
play of  the  Japanese  society  to  the  American  people. 

Mr.  Bergsten.  Those  comparisons,  as  I  say,  are  really  striking. 
Countries  that  only  consume  70  percent  of  their  annual  income  in- 
stead of  95  percent  have  shown  enormous  strides  and  will  continue 
to  do  so.  And  that  is  demonstrable.  We  made  a  calculation  in  our 
last  report  that  under  traditional  U.S.  productivity  growth  rates,  2, 
2.5  percent  a  year,  our  income  doubled  every  generation,  every  35 
years,  roughly. 

Under  the  productivity  growth  of  the  last  20  years,  our  incomes 
double  every  120  years.  Now,  that  is  a  staggering  difference  that 
may  not  be  evident  next  year,  not  even  in  3  or  5  years,  and  that 
goes  to  your  short-term  horizon.  But  within  the  lifespan  of  the  av- 
erage American,  these  differences  are  very  dramatic. 

Chairman  Kanjorski.  I  am  not  sure  that  the  efficiency  of  our  in- 
vestments is  paying  off.  What  kind  of  figures  are  you  getting?  I  am 
talking  about  research  and  development. 

Mr.  Bergsten.  Right. 

Chairman  Kanjorski.  The  Federal  Government  pours  $70  billion 
into  it  every  year.  I  am  not  sure  what  the  private  sector  puts  into 
it.  I  am  not  at  all  sure  that  we  are  getting  an  efficient  return  on 
that  $70  billion.  Money  earned  is  money  that  you  do  not  have  to 
make.  If  we  had  a  more  efficient  return  on  our  research  and  devel- 
opment investment,  it  would  be  as  if  we  increased  our  income 
commensurately. 

Is  anyone  doing  some  critical  analysis  of  that? 

Mr.  Bergsten.  Yes.  The  council  has  worked  very  hard  particu- 
larly on  that  aspect  of  the  question.  I  might  add  that  we  have  been 
delighted  to  work  with  you  and  your  staff,  particularly  in  our  Criti- 
cal Technology  Subcouncil,  on  some  of  your  initiatives  that  we  have 
supported  and  worked  with  you  on. 

In  our  last  report  we  had  two  basic  thrusts:  One  I  have  already 
been  discussing,  increasing  national  investment  and  saving  levels 
to  provide  the  wherewithal  for  productivity  increase.  The  second  is 


to  get  "more  bang  for  the  investment  buck,"  across  the  whole  range 
of  programs,  and  technology  is  one.  We  proposed  a  large  number 
of  reforms,  all  within  the  heading  of  shifting  resources  from  de- 
fense-oriented to  commercial-oriented,  but  also  focusing  on  the 
transition  from  the  laboratory  to  the  product.  We  have  focused 
partnerships  between  government,  including  Federal  labs,  and  the 
private  sector,  cofinanced  to  make  sure  the  private  sector  plays  a 
serious  role,  but  applying  what  the  government's  R&D  spending 
does  to  the  marketplace  through  intense  institutionalized  linkage 
with  the  private  sector. 

The  council  believes  that  this  provides  the  best  way  at  improving 
the  "bang  for  the  buck."  When  you  partner  with  the  folks  who  have 
to  put  their  money  up  to  make  money,  and  are  themselves  respond- 
ing to  the  pulse  of  the  market,  it  maximizes  the  chance  that  gov- 
ernment R&D  spending  will  have  a  higher  payoff.  The  council  puts 
a  very  high  priority  on  that  and  we  think  that  ought  to  be  the  ob- 
jective actually  of  all  of  these  spending  programs. 

Chairman  Kanjorski.  Now,  this  lends  itself  to  great  dema- 
goguery,  and  I  plead  guilty  of  participating.  Sometimes  I  cannot  re- 
sist using  certain  phrases;  for  instance,  academic  welfare.  I  am  not 
sure,  though,  that  we  are  not  starting  to  come  up  against  a  glass 
ceiling  of  the  willingness  in  some  areas — in  my  district,  for  in- 
stance, I  am  starting  to  hear  people  say  that,  you  know,  for  this 
Federal  investment  all  of  these  years,  where  can  you  point  to  the 
payoff? 

Job  creation  and  an  increased  standard  of  living  occur  in  the  im- 
mediate environs  of  the  area  of  the  investment,  so  that  there  is  a 
detachment  beginning  to  develop  between  districts  that  do  and  do 
not  necessarily  get  immediate  benefit  from  research  and  develop- 
ment money.  There  is  a  type  of  a  jealousy  that  questions  why 
money  should  go  to  research  universities  in  dense  areas,  when  that 
research  helps  improve  the  industry  or  business  of  the  immediate 
area  of  the  research  institution  rather  than  the  hinterlands. 

I  can  see  a  point  not  too  far  in  the  future  where  it  is  going  to 
be  very  difficult  to  support  the  high  level  of  Federal  research  and 
development  spending  and  that  will  encourage  even  more  dema- 
goguery  on  our  part.  We  have  to  find  a  way,  it  seems  to  me,  to  send 
that  return  on  investment  back  to  the  average  taxpayer,  place  it 
clearly  in  evidence  before  him,  so  that  the  taxpayer  knows  that  it 
is  efficient  and  effective,  it  is  not  illusory,  and  it  is  certainly  not 
academic  welfare. 

Mr.  Bergsten.  Again,  I  think  it  goes  back  to  the  overall  effi- 
ciency of  the  R&D  investment.  It  would  be  difficult  to  always  seek 
a  payoff  from  an  R&D  investment  that  immediately  accrues  to  the 
same  congressional  district  or  even  State  or  even  region.  Obviously, 
you  can't  do  that.  But  there  is  increasing  evidence,  interestingly  in 
some  of  those  same  academic  ivory  towers,  that  more  and  more  eco- 
nomic growth  is  being  generated  in  particular  and  narrowly  defined 
geographical  locations.  Neighborhood  effects  are  becoming  evident, 
such  as  those  as  a  result  of  the  North  Carolina  Research  Triangle. 

Chairman  Kanjorski.  Boston. 

Mr.  Bergsten.  Right.  There  is  more  and  more  evidence  around 
the  country,  and  the  evidence  is  that  those  neighborhood  and  geo- 
graphical   propensities    are    very    important   both    in    stimulating 
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growth  and  in  translating  local  investment  into  local  payoff,  job 
creation,  and  higher  economic  benefits.  So  I  think  there  are  some 
persuasive  answers  to  the  question,  although  I  recognize  that  obvi- 
ously you  can't  expect  the  payoff  to  be  just  down  the  street.  One 
district  benefits  from  spending  in  another  district  across  the  coun- 
try and  visa  versa.  This  is  the  whole  principle  of  trade  with  a  com- 
mon market,  which  the  United  States  is.  Pennsylvania  benefits 
from  California's  investment  and  visa  versa. 

Chairman  Kanjorski.  I  guess  what  I  am  trying  to  say,  in  simple 
mathematical  terms,  is  that  if  you  took  1  year  s  expenditure  on 
R&D  and  divided  it  by  the  population,  it  would  turn  out  to  about 
$280  a  head.  In  some  congressional  districts,  residents  begin  to  ask 
the  question,  why  should  we  invest  our  $280  per  head  in  research 
and  development  when  it  only  improves  Boston  or  Cal  Tech's  im- 
mediate area?  We  have  to  find  some  way  to  take  that  technology 
out  to  the  hinterlands  and  show  people  that  the  investment  is  com- 
ing back. 

Mr.  Bergsten.  Yes.  I  was  going  to  say  a  lot  of  the  answer  is 
presentational,  being  able  to  demonstrate  what  the  tangible  payoffs 
from  the  R&D  spending  will  be  in  terms  of  spinoffs  to  industrial 
application,  including  down  through  second,  third,  and  nth  levels 
01  suppliers  creating  jobs  all  around. 

One  model  for  that  perhaps  is  the  international  trade  area, 
which  I  happen  to  know  the  best.  In  support  of  trade  legislation 
over  the  years,  the  U.S.  Government  has  developed  highly 
disaggregated  data  on  the  benefits  of  international  trade,  which 
even  is  a  little  more  remote,  to  individual  districts.  For  example, 
how  many  jobs  in  a  district  in  Idaho  are  created  by  Boeings'  export 
opportunities  in  China,  and  then  passed  through  to  the  suppliers. 
That  has  been  done  to  a  very  large  extent  in  the  trade  area,  in  part 
to  respond  to  exactly  the  kind  of  practical  and  political  question 
you  raise,  and  I  think  it  could  be  done,  but  it  has  not  yet  been  tried 
in  this  area. 

Chairman  Kanjorski.  We  could  construct  a  model  and  then  have 
that  evidence.  Very  good. 

Mr.  Fingerhut,  you  had  some  questions. 

Mr.  Fingerhut.  Thank  you,  Mr.  Chairman.  You  are  pursuing  the 
line  of  questioning  that  I  was  interested  in  as  well,  the  whole  no- 
tion of  investment  and  savings  versus  consumption  spending.  Let 
me  approach  it  from  a  slightly  different  angle. 

You  said,  I  think,  deficit  reduction — and  you  praised  the  Con- 
gress for  its  efforts  in  this  regard  last  year — is  the  one  certain  way 
we  know  to  increase  the  level  of  investment  and  savings.  Yet  you 
also  said  that  investment  and  savings  actually  is  at  its  lowest  lev- 
els in  a  while,  or  historically,  I  don't  know  what  the  timeframe 
was,  and  that  it  actually  was  a  very  disappointing  year  in  that 
regard. 

How  do  we  square  the  fact  that  we  took  a  pretty  serious  step 
that  should  have  been  a  positive,  and  instead  it  seems  that  the  re- 
sult has  been  the  opposite? 

Mr.  Bergsten.  What  fell  to  a  record  low  last  year  was  actually 
private  saving,  just  that  component  of  total  saving.  Government 
saving  actually  did  rise  by  a  somewhat  offsetting  amount  because 
of  the  first  stage  of  cutting  the  budget  deficit.  The  private  saving 
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rate  came  down  further,  but  the  government  saving  rate  began  to 
rise  as  a  result  of  the  budget  correction.  Therein,  however,  lies  a 
very  important  question  because,  historically,  there  have  been  off- 
setting moves  in  the  two. 

Historically,  the  national  saving  rate  in  the  United  States  has 
been  amazingly  constant  from  the  time  data  were  first  collected, 
about  1860,  through  about  1980.  Because  when  private  saving 
would  drop,  government  saving  would  rise  and  vice  versa.  There 
were  a  lot  of  automatic  linkages  between  them,  but  the  bottom  line 
is  that  they  tended  to  offset  each  other.  Then,  however,  things 
shifted  dramatically,  because  in  the  1980's,  both  began  to  decline. 
Government  saving  became  huge  dissaving  with  the  massive  budg- 
et deficits,  and  private  saving,  despite  the  promises  of  the  supply 
siders  to  the  contrary,  plummeted  as  well.  The  result  is  that  the 
national  saving  rate  fell  by  a  very  large  amount. 

Now  the  hope  would  be  to  get  them  both  going  back  up  in  tan- 
dem, as  opposed  to  the  offsetting  tendencies  of  the  past.  There  is 
only  one  way  we  really  know  how  to  get  the  national  saving  rate 
at  least  headed  in  the  right  direction  and  that  is  by  bringing  the 
Federal  budget  deficit  down.  The  council  has  continued  to  work  on 
ways  to  promote  private  saving,  not  just  through  moral  suasion, 
but  through  more  concrete  measures.  The  honest  truth  is  that  we 
don't  know  whether  these  steps  would  restore  the  movement  of 
public  and  private  saving  to  move  in  tandem  back  in  the  right  di- 
rection or  whether  the  moves  of  the  historical  past  might  even  obvi- 
ate some  of  the  benefits  from  the  budget  reduction. 

Mr.  FiNGERHUT.  Well,  in  fact,  with  respect  to  private  savings, 
haven't  we  really  done  the  opposite?  We  proceed,  for  reasons  of 
wanting  to  stimulate  the  economy,  which  most  of  us  appear  to  sup- 
port in  low  interest  rate  policy  which,  if  anything,  encouraged  con- 
sumption, private  consumption,  which  did  stimulate  the  economy 
and  did  produce  the  job  growth  and  all  of  the  other  benefits  that 
are  giving  us  the  chance  now  to  correct  our  public  finance  policies. 
It  seems  to  me  that  it  is  pretty  clear  why  we,  if  anything,  saw  a 
drop  in  private  savings  over  the  last  year. 

I  have  seen  you  on  television  a  few  times  as  the  interest  rates 
have  fluctuated  and  people  look  around  for  wisdom  on  what  is  hap- 
pening in  the  international  financial  markets.  It  would  seem  to  me 
that  a  side  benefit,  I  guess,  if  there  are  any  benefits  to  be  seen  in 
a  slight  raise  and  ultimately  a  stabilization  of  interest  rates  might 
be  to  encourage  some  private  savings  because  there  will  be  a  re- 
turn there,  that  people  might  be  willing  to  actually  see  a  return  on 
their  savings. 

Mr.  Bergsten.  Well,  tnat  might  be  and  that  is  the  conventional 
wisdom  of  economists  and  that  has  been  the  historical  record.  How- 
ever, in  the  1980's  we  went  in  the  other  direction.  In  the  early 
1980's,  we  had  an  economic  environment  that  as  you  suggest,  and 
traditional  logic  supports  should  have  promoted  a  big  increase  in 
private  savings.  Interest  rates,  you  will  recall,  went  sky  high  and 
even  when  you  correct  for  inflation,  real  interest  rates  went  sky 
high.  You  also  remember  the  early  tax  changes  which  improved  tax 
treatment  for  investment  earning. 

There  were  a  variety  of  factors  that  should  have  made  the  envi- 
ronment more  conducive  to  private  investment  than  anytime  in 
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modern  history.  Yet,  private  investment  plummeted.  Nobody  has 
really  explained  it  satisfactorily.  I  have  a  hypothesis,  which  is  a 
very  disturbing  hypothesis  and  it  is  that  we  always  had  the  theory 
backward.  Americans  indeed  have  a  saving  target;  they  want  to 
earn  a  certain  amount  of  investment  income.  And  that  means  if  in- 
terest rates  are  higher,  they  can  get  away  with  saving  less,  because 
the  higher  yield  gives  them  the  flow  of  investment  income  they  had 
in  mind.  Likewise,  if  you  reduce  the  tax  burden  on  investment  in- 
come, they  can  save  less  and  get  the  same  after  tax  yield. 

We  know  that  this  is  precisely  how  a  very  large  share  of  national 
saving,  corporate  pension  funds,  operates.  Corporate  pension  funds 
and  individuals  with  Keough  plans  or  401Ks  are  target  savers.  As 
you  know,  these  pensions  are  calculated  on  the  basis  of  your  invest- 
ment yield  and  therefore,  the  stream  of  investment  income  that 
will  be  generated  upon  retirement.  So  it  is  literally  true  that  as 
your  investment  income  return  rises,  you  need  to  save  less.  In  fact, 
under  a  Keough  plan  or  a  40 IK,  you  are  permitted  to  save  less 
with  tax  deductibility  in  succeeding  years,  if  your  investment  re- 
turn does  better  than  anticipated. 

This  part  of  saving,  corporate  pension  plans  and  the  like,  are 
now  the  lion's  share  of  private  savings  in  the  United  States.  It  is 
not  individuals  going  down  to  the  bank  and  putting  money  in  a 
bank  account  or  buying  a  CD.  So  if  there  are  smart  savers  and 
maybe  others  are  target  savings  for  similar  reasons,  maybe  we 
have  had  the  theory  backward.  That  is  the  only  way  I  can  actually 
explain  what  happened  in  the  1980's. 

Now  I  hesitate  to  put  that  forward.  We  have  only  had  a  decade, 
and  one  needs  to  look  at  long  historical  periods.  Some  of  my  col- 
leagues in  the  economics  profession  believe  that;  others  are  skep- 
tical. Most  would  say  it  is  too  early  to  say,  maybe  there  are  other 
aberrants  we  don't  understand.  Only  to  say,  in  a  long  winded  way, 
that  the  conventional  wisdom  doesn't  explain  what  has  happened 
lately,  and  it  could  even  go  the  other  way,  which  would  be  very 
disturbing,  but  would  also  raise  some  very  profound  policy 
implications. 

Mr.  Fengerhut.  One  other  question  if  I  could.  I  particularly  ap- 
plaud your  pointing  out  to  the  Congress  and  the  country  that  it  is 
a  time  of  relative  prosperity,  of  economic  growth,  that  we  have  the 
ability  to  correct  some  of  our  underlying  problems.  My  personal 
view  of  what  happened  in  the  1980's  is  that  the  government,  the 
Congress  and  the  administration,  probably  appropriately  stimu- 
lated the  economy  and  engaged  in  deficit  spending  at  a  time  when 
there  was  a  deep  recession,  but  it  was  during  the  period  of  prosper- 
ity when  corrective  actions  should  have  been  made  and  were  not 
made.  We  shouldn't  make  that  mistake  again. 

Which  leads  me  back  to  the  subject  of  tne  budget  and  the  general 
deficit  problem.  We  did  do  a  substantial  amount  of  work  last  year 
with  you,  but  we  have  shown  a  remarkable  lack  of  desire  to  do 
more.  It  particularly  occurs  to  me  on  the  subject  of  consumption 
spending,  which  in  our  budget  translates  almost  overwhelmingly  to 
health  care — you  have  addressed  the  subject  of  health  care  here. 

I  am  growing  increasingly  concerned  that  we  are  focusing  all  our 
attention  on  the  private  sector  health  care  marketplace,  how  to 
make  sure  that  we  have  universal  health  care,  how  to  decide  what 
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small  businesses  can  contribute  and  what  is  the  most  efficient  way 
for  them  to  contribute,  and  what  is  the  standard  package  of  bene- 
fits and  all  these  kinds  of  very  important  public  policy  questions. 
But  we  are  not  laying  a  finger  on  Medicare,  we  are  barely  touching 
Medicaid  it  seems  to  me,  and  until  we  do  that,  we  are  not  going 
to  turn  around  this  consumption  versus  investment  problem  in  our 
Federal  budget  nor  are  we  going  to  help  alleviate  some  of  the 
States  that  are  having  the  same  problem. 

Are  you  willing  to  wade  into  that  and  give  us  some  guidance  or 
at  least  comment  on  my  characterization  of  where  we  are? 

Mr.  Bergsten.  Two  points.  One  is  the  general  budget  point  and 
the  current  debate  that  you  have  had  in  the  Congress  over  the  last 
few  months:  Has  the  budget  cutting  package  to  date  been  ade- 
quate? There  were  some  congressional  initiatives  to  further  reduce 
the  deficit,  and  the  administration  opposed  them.  I  wonder  whether 
the  administration  now  thinks  it  was  right.  With  the  current  devel- 
opments in  the  financial  markets,  the  great  concern  about  infla- 
tion, and  pressure  on  the  Federal  Reserve  and  not  the  markets 
themselves  to  increase  interest  rates,  it  may  have  been  better  to 
have  a  little  quicker  tightening  of  fiscal  policy,  to  dampen  both  the 
growth  outlook  itself  but  more  importantly  the  psychology  sur- 
rounding it. 

Mr.  FiNGERHUT.  Better  us  do  it  and  get  the  public  benefits  than 
the  Fed  do  it  for  us. 

Mr.  Bergsten.  Exactly.  And  I  would  bet  in  its  heart  of  hearts 
the  administration  might  be  having  second  thoughts.  They  didn't 
accurately  predict  what  was  going  happen,  nobody  did  in  the  finan- 
cial markets.  The  fact  is  that  this  is  the  ideal  time  to  alter  your 
policy  mix,  tighten  fiscal  a  little  more,  thereby  not  have  so  much 
pressure  to  tighten  interest  rates  and  raise  interest  rates  and 
tighten  monetary  policy. 

Then  you  get  the  long-term  structural  payoff  from  the  lower 
budget  deficit,  the  higher  national  savings  rate,  and  you  rely  less 
on  action  that  can  hurt  housing  and  other  consumption-oriented 
parts  of  the  economy,  and  particularly  to  hurt  investment  through 
higher  interest  rates.  If  so,  if  we  could  have  accurately  foreseen 
what  is  going  on  now,  and  maybe  there  is  still  time  to  do  it  depend- 
ing on  your  forecast  of  the  future,  it  would  be  much  better  to  have 
a  different  policy  mix. 

Instead  of  the  markets  pounding  on  Alan  Greenspan  and  the 
Federal  Reserve  every  day,  raising  interest  rates  more  and  do  it 
faster,  wouldn't  it  be  better  to  take  advantage  of  the  occasion  to 
further  tighten  fiscal  policy.  If  some  of  your  bills  a  couple  of 
months  ago  would  have  passed,  I  don't  know  if  it  would  have  head- 
ed off  part  or  all  of  the  market  dispute.  But  if  one  believes  that  the 
underlying  fear  in  the  market  now  is  of  incipient  inflation  because 
of  pushing  off  productive  capacity,  the  obvious  way  for  the  govern- 
ment to  deal  with  that  problem  is  not  through  higher  interest  rates 
but  by  taking  more  pressure  off  capacity  utilization;  that  is,  a  lower 
budget  deficit  with  all  the  long-term  benefits. 

All  I  am  saying  is,  it  goes  back  to  the  question  of  short-termism. 
Even  in  the  short  term,  it  would  be  better  to  take  advantage  of  the 
occasion  to  have  a  tighter  fiscal  policy.  We  are  into  it  already.  This 
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would  have  been  lovely  to  do  6  months  ago,  but  if  it  is  going  to  con- 
tinue and  maybe  it  is,  maybe  there  is  still  time. 

Mr.  FiNGERHUT.  Thank  you. 

Chairman  Kanjorski.  I  marvel  at  the  short  memory  of  the 
media  and  the  American  people.  If  you  recall,  when  we  were  pass- 
ing the  budget  arrangement,  there  was  a  large  portion  of  the  House 
and  Senate  talking  about  the  potential  falling  of  the  heavens  upon 
the  Earth  and  how  catastrophic  everything  was  in  the  arrange- 
ment. All  of  those  quotes  that  I  rememoer  from  those  nights  on  the 
floor  are  no  longer  remembered. 

Now  it  is  assumed  that  everybody  was  there  when  the  water  was 
being  carried.  I  seem  to  remember  it  took  every  one  of  us  to  carry 
that  Ducket  to  a  man  before  it  got  through. 

Mr.  Bergsten.  I  go  back  slightly  further  to  the  start  of  the  Clin- 
ton administration  and  the  ill-fated  Stimulus  Program,  and  we  in 
our  report  to  you  about  a  year  ago  basically  said  that  was  a  mis- 
take. Keep  your  eye  on  the  long  run;  deal  with  the  underlying  prob- 
lem; alter  government  spending  in  a  way  that  will  have  bigger 
bang  for  the  buck,  but  don't  confuse  short-term  cyclical  stimulus 
with  long-term  investment  spending.  When  we  did  our  midterm  re- 
port last  October,  we  went  back  and  looked  at  that  and  said  we  felt 
that  the  Stimulus  Program  proposal  had  actually  confused  the  pub- 
lic in  a  serious  way  by  confusing  short-term  stimulus  and  long- 
term  investment,  and  had,  in  a  sense,  undermined  the  new  admin- 
istration's proper  focus  on  competitiveness  investment  long  term  by 
mixing  it  up  with  the  short-term  stuff.  I  think  in  retrospect  it  now 
looks  particularly  clear  for  the  reason  you  are  saying. 

Chairman  Kanjorski.  To  exercise  the  political  courage  you  sug- 
gest, it  does  require  an  enlightened  electorate  and  that  seems  to  be 
our  problem.  There  are  those  of  us  that  were  willing  to  carry  that 
water,  but  it  does  not  seem  to  me  that  the  information  fed  to  the 
electorate  has  operated  to  sustain  that  political  courage.  It  is  easy 
to  retreat  into  a  con  sumption -driven  economic 

Mr.  Bergsten.  It  should  be  possible  to  persuade  people  that 
spending  a  tiny  less  share  of  their  income  now  will  lead  to  much 
higher  consumption  and  standard  of  living  later.  But  the  person 
who  probably  has  to  make  that  point  in  speech  after  speech  is  the 
President.  This  President,  with  his  focus  on  investment  and  long 
term  and  competitiveness,  ought  to  actually  be  the  person  to  do 
that,  and  we  are  certainly  pushing  him  to  do  so. 

Chairman  Kanjorski.  I  am  going  to  call  on  the  father  of  your 
council,  proper  accolades  and  attention  that  a  senior  member  of  the 
Banking  Committee  deserves.  We  have  not  forgotten  his  presence. 
We  are  giving  him  the  final  time  for  the  benefit  of  his  wisdom.  The 
gentleman  from  New  York. 

Mr.  LaFalce.  You  are  much  too  kind. 

Dr.  Bergsten,  it  is  a  pleasure  to  have  you  before  us.  Each  chapter 
in  your  report  is  worthy  of  a  separate  hearing,  so  we  will  do  that. 

Mr.  Bergsten.  When  do  we  start? 

Mr.  LaFalce.  In  the  meantime  until  we  get  to  that,  let  me  focus 
on  some  issues  that  are  current  in  the  press  and  macroeconomic 
arena  right  now.  A  few  months  or  so  ago  Dr.  Greenspan  was  before 
the  full  committee  and  in  an  attempt  to  justify  the  beginning  of  his 
increase  in  interest  rates  spoke  of  the  need  to  deal  with  inflation- 


15 

ary  expectation.  They  were  anticipatory  actions  that  he  was  taking, 
which  raises  a  whole  host  of  questions. 

To  what  extent  are  the  inflationary  expectations  real  as  opposed 
to  perceived  expectations?  Whenever  you  deal  with  expectations,  it 
is  difficult.  How  near  term  are  they/  Therefore,  how  soon  should 
you  be  acting?  Are  they  3  months  away,  6  months  away,  1  year 
away?  The  further  away,  the  more  difficult  it  is  to  really  see  the 
flesh  and  bones  on  these  expectations.  But  what  criteria  should  you 
be  using  to  judge  so-called  inflationary  expectations? 

In  trying  to  pin  down  Dr.  Greenspan  to  criteria,  it  was  very  dif- 
ficult because  criteria  are  difficult  to  come  up  with.  I  am  probably 
doing  him  a  disservice  because  I  don't  have  his  testimony  before 
me,  but  I  tried  to  pin  him  down.  My  judgment  was  that  there  were 
two  real  criteria.  One,  his  anticipated  reassessment  at  the  time  of 
the  fourth  quarter  1993  increase  in  GNP  which  was  supposed  to 
come  in  at  around  3.5  percent,  which  the  Fed  thought  would  come 
in  at  around  5.3  percent  but  ultimately  came  in  at  7  percent. 

So  I  am  wondering  about  the  validity  of  increasing  interest  rates 
if  there  is  an  increase  in  GNP  that  is  more  significant  than  you 
thought  and  it  is  only  for  one  quarter. 

Second,  he  ascribed  to  it  certain  increases  in  commodity  prices, 
most  especially  the  price  of  gold.  In  my  dialog  with  him,  this  was 
the  first  time  he  revealed  himself  to  be  what  some  refer  to  as  a 
gold  bug. 

The  Wall  Street  Journal  in  an  editorial  a  day  or  two  later  dis- 
cussed the  dialog  we  had  had  and  said,  hurrah,  he  has  now  made 
public  what  we  always  thought  he  should  be  and  really  was.  But 
I  have  questions  about  the  legitimacy  of  using  increases  in  the 
price  of  gold  as  an  indicator  of  inflationary  increases.  I  wonder  if 
we  don't  have  a  vicious  cycle  going  on  here  that  is  feeding  upon 
itself. 

Third,  although  he  did  not  articulate  this,  I  wonder  if  it  could 
have  been  true  then,  or  whether  it  is  true  today,  that  one  of  the 
reasons  for  increasing  interest  rates  then  and  perhaps  one  of  the 
factors  that  is  being  considered  today  is  the  fall  of  the  U.S.  dollar. 
Of  course,  within  the  past  several  weeks  we  have  been  doing  all 
we  can  to  intervene  in  international  financial  markets  in  order  to 
buttress  and  stabilize  the  value  of  the  dollar.  We  see  not  only  pur- 
chases being  made  on  an  international  level  by  the  heads  17 
central  banks  in  considerable  sums  of  money.  We  see  not  only  the 
Bundesbank  lowering  the  interest  rates  as  well  as  France,  all  of 
which  probably  were  good  because  of  the  need  for  additional  eco- 
nomic stimulus  within  those  countries.  Whether  it  should  be  done 
in  order  to  buttress  the  dollar  or  not,  and  whether  this  is  also  going 
to  be  a  reason  for  increasing  our  interest  rates  is  questionable. 

What  is  the  relative  value  that  we  must  place  upon  dealing  with 
inflationary  expectations  considering  these  difficult  criteria  for  de- 
termining what  inflationary  expectations  are,  trying  to  defend  a 
free  fall  in  the  price  of  the  dollar,  and  preventing  it  from  going  very 
much  lower  than  it  is,  against  the  harmful  side  effects  of  increases 
in  interest  rates  which  could  stifle  economic  growth  and  economic 
recovery.  These  inflationary  prospects  which  might  not  really  have 
been  as  great  as  one  would  have  thought  by  looking  only  at  one 
quarter,  and  economic  recovery  might  not  be  as  great  as  thought 
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when  you  consider  the  terrible  inadequacy  of  our  unemployment 
data,  its  misleading  nature,  and  the  growing  disparity  within  the 
United  States  and  the  world  between  the  haves  and  the  have-nots. 

Chairman  Kanjorski.  We  would  like  your  answer  in  five  words 
or  less. 

Mr.  Bergsten.  Mr.  LaFalce,  who  is  the  father  of  our  council,  said 
that  each  chapter  of  ours  was  worthy  of  a  separate  hearing.  Each 
of  his  questions  is  worthy  of  a  separate  hearing. 

I  would  preface  it  by  saying  that  in  my  testimony  and  in  our  re- 
port we  have  brought  a  helpml  dose  of  pessimism  to  the  debate.  I 
say  that  quite  seriously,  because  as  your  questions  imply,  I  happen 
to  take  the  view  that  the  markets  are  completely  erroneous  in  their 
assessment  of  the  risk  of  an  inflationary  pick  up,  and  that  is  in 
turn  because  they  overestimate  the  likely  real  growth  of  the 
economy. 

I  am  not  by  nature  a  pessimist;  to  the  contrary.  But  when  we  did 
our  review  for  this  report  of  whether  America's  competitive  prob- 
lems and  economic  woes  were  behind  us,  we  came  to  some  rather 
sobering  judgments.  Maybe  if  we  can  maximize  public  attention  to 
our  new  report  we  can  help  the  market  condition  by  reminding  peo- 
ple that  most  of  our  fundamental  problems  like  the  saving  rate 
have  not  been  solved. 

Therefore,  it  is  inconceivable  that  we  would  go  ahead  not  only 
with  7  percent  growth,  but  even  with  3  or  4  percent  growth.  It 
doesn't  work  mathematically  when  productivity  is  expanding  at 
best  at  IV2  percent  and  national  private  savings  at  the  lowest  rate 
in  the  postwar  period.  It  can't  happen  and  Alan  Greenspan  is  the 
first  to  know  that. 

What  are  the  criteria  for  inflation  expectations?  For  inflation  ex- 
pectations there  is  only  one  indicator,  the  market  interest  rate. 
That  is  the  way  you  judge  what  the  expectations  in  the  markets 
are.  So  the  sharp  rise  in  market  interest  rates  clearly  is  an  indica- 
tor of  inflation  expectations. 

The  next  question  is,  are  those  based  on  reality?  My  answer  is 
no.  I  think  they  are  completely  overstated.  And  I  think  there  will 
be  a  retracing  in  the  market  as  soon  as  that  is  understood.  But  you 
have  one  number  like  last  Friday's  job  number  which  comes  in 
more  rapid  than  people  expected,  and  you  get  continued  spooking 
of  markets,  including  spooking  of  the  Fed.  The  Fed  is  following  the 
market  not  leading  it. 

If  anything,  that  is  a  bum  rap  on  the  Fed.  If  anything,  the  Fed 
is  being  accused  of  going  too  slow.  Rates  have  not  gone  up  very  far, 
and  even  if  they  go  more,  which  I  am  sure  they  will  unless  the 
numbers  turn  around  quickly,  they  basically  follow  the  market,  not 
lead  it.  I  think  it  would  be  hard  to  say  that  they  autonomously 
pushed  interest  rates  up  or  had  an  adverse  effect. 

I  think  the  administration  has  been  spooked  in  its  activity  in  the 
exchange  markets.  There  is  another  point  there  that  is  quite  impor- 
tant. The  Secretary  of  the  Treasury  said  a  week  ago  that  the  dollar 
was  undervalued  and  should  be  pushed  up  by  intervention.  The 
U.S.  trade  deficit  this  year  will  hit  a  record  level,  probably  $170 
billion,  $180  bilhon.  Next  year  it  will  probably  hit  $200  billion.  It 
is  hard  to  say  in  the  face  of  that  that  the  dollar  is  undervalued, 
that  is,  should  be  strengthened,  which  would  hurt  our  competitive- 
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ness.  You  want  to  make  sure  the  exchange  rate  doesn't  overprice 
your  product  in  world  markets.  That  is  the  surest  way  to  kill  your 
competitiveness. 

But  for  the  Secretary  of  Treasury  to  now  be  advocating  a  strong- 
er dollar  in  the  face  of  record  trade  deficits  is  a  bit  peculiar,  and 

1  think  not  credible  to  the  market  and  therefore  undermine  what 
is  being  done.  I  understand  their  being  spooked. 

My  colleagues  and  I  introduced  the  concept  of  a  "hard  landing" 
10  years  ago,  which  says  that  if  foreigners  really  get  worried  about 
your  market,  Americans  worry  and  put  their  money  abroad,  then 
two  things  can  simultaneously  happen.  Your  currency  drops  which 
pushes  up  inflation  and  does  other  nasty  things,  but  also  your  in- 
terest rates  rise  because  of  the  pulling  out  of  your  bond  markets 
and  demand  for  the  bonds  drop  so  that  means  the  interest  rate  on 
the  bonds  increases.  So  you  can  theoretically  get  the  so-called  hard 
landing. 

I  see  no  evidence  in  recent  events  that  that  has  happened.  What 
happened  over  the  last  2  years  is  the  yen  rose  substantially.  Dur- 
ing that  period  the  dollar  was  the  world's  second  strongest  cur- 
rency. It  had  gone  up  against  every  currency  in  the  world,  the  last 

2  years  since  Clinton  was  inaugurated.  What  has  been  happening 
lately  is  a  modest  retracement  of  the  dollar  against  the  mark, 
which  I  think  is  because  of  a  change  in  market  expectations  on  rel- 
ative growth  between  United  States  and  Germany. 

For  a  hard  landing  to  occur,  two  things  would  have  to  happen. 
The  strength  of  the  yen  would  have  to  translate  into  a  generalized 
and  sharp  fall  of  the  dollar  against  all  currencies  and  that  in  turn 
would  have  to  pass-through  into  the  bond  markets  and  discourage 
foreigners  and  get  them  to  pull  out.  I  don't  see  much  evidence  of 
either  chain  of  that  logic  occurring.  Treasury  can  argue  it  is  afraid 
that  it  is  going  to  happen.  They  get  paid  to  get  worried  and  obvi- 
ously are  very  deeply  concerned  about  higher  interest  rates.  They 
want  to  head  off  further  movement  in  that  direction,  so  you  might 
write  it  off  as  kind  of  a  precautionary  step. 

The  recent  intervention  to  strengthen  the  dollar  was  a  pretty  far- 
ranging  action:  17  central  banks,  $5  billion  in  1  day.  I  think  it  was 
a  mistake  and  unnecessary,  but  reacting  to  these  market  expecta- 
tions which  clearly  were  there  because  of  the  higher  interest  rates. 

On  commodity  prices  I  fully  agree  with  you.  It  would  be  totally 
irrational  to  base  any  iota  of  our  monetary  policy  on  the  price  of 
gold  and  not  much  less  irrational  to  base  it  on  commodity  prices 
more  generally. 

Mr.  LaFalce.  He  said  he  is  clearly  doing  that. 

Mr.  Bergsten.  I  hope  he  is  not,  because  the  gold  price  is  driven 
by  a  horde  of  factors  that  are  irrelevant  to  the  current  state  of  the 
economies  here,  abroad,  or  anywhere.  If  some  central  banks  decide 
they  are  short  of  liquidity  in  terms  of  foreign  exchange  to  finance 
their  exchange  market  intervention,  they  will  sell  some  gold.  If 
South  Africa  or  Russia  or  producing  countries  are  having  economic 
problems  of  their  own  unrelated  to  the  world  economy,  they  will 
sell  some  gold  and  that  will  affect  the  markets.  Or  if  they  are  doing 
well,  they  will  withhold  the  gold  supply  and  the  price  will  rise. 
There  is  a  host  of  irrationalities.  As  for  commodity  markets  as  a 
whole,  the  prices  have  gone  up  from  lows  not  reached  since  the 
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Great  Depression  and  the  levels  of  commodity  prices  in  the  aggre- 
gate are  still  not  very  high,  so  I  wouldn't  get  excited  about  inflation 
stemming  off  those  indicators. 

Mr.  LaFalce.  A  few  followups.  I  had  a  hearing  this  morning 
with  Larry  Summers  and  others  on  global  privatization  efforts  and 
the  lack  of  a  U.S.  policy  to  attempt  to  ensure  socioeconomic  justice 
as  part  of  the  privatization  process.  I  would  call  this  "Empower- 
ment Privatization"  that  can  help  more  equitably  distribute  exist- 
ing potential  societal  wealth. 

Unfortunately,  he  had  to  run  before  we  could  get  to  these  issues, 
interest  rates  and  dollars.  Is  Larry  the  driving  force  in  Treasury 
in  this  arena?  I  am  going  to  be  pursuing  it  with  him  next  week. 
I  really  think  that  we  are  off  on  the  wrong  track  with  interest  rates 
and  the  unnecessary  fear  of  inflation  and  this  concern  about  this 
one-quarter  blip.  I  don't  see  any  signs  of  the  economy  being  even 
a  little  bit  overheated. 

Mr.  Bergsten.  The  only  chink  in  that  argument  is  the  one  pos- 
sible chink  in  your  then  linking  it  to  government  policy.  There  are 
those  market  expectations  and,  at  least  if  you  believe  what  you 
hear  from  people  in  the  markets,  their  expectations  are  influenced 
to  some  extent  by  their  reading  of  government  behavior  and  gov- 
ernment policy — the  administration  is  soft  on  inflation,  or  its  Fed 
appointees,  or  benign  neglect  of  the  dollar,  and  so  forth,  all  of 
which  I  think  is  nonsense  in  substance.  But  if  it  is  in  the  minds 
of  the  market  and  that  in  turn  is  driving  interest  rates  sky  high, 
which  could  seriously  impede  the  recovery,  then  it  is  incumbent  on 
the  administration  and  the  Fed  to  try  to  clarify  or  alter  those  views 
of  their  own  behavior,  and  that  can  unfortunately  lead  to  meas- 
ures, at  least  for  a  while,  that  do  run  counter  to  what  is  sub- 
stantively called  for. 

On  the  other  hand,  you  can't  go  to  the  other  extreme  and  totally 
ignore  the  mindset  oi  the  markets,  irrational  as  we  agree  it  is. 
That  is  the  dilemma  I  know  from  having  been  in  the  job  that  Larry 
Summers  or  anybody  in  the  government  faces  and  sometimes  they 
may  have  to  do  some  things  that  they  know  are  not  quite  what  you 
want  in  substantive  terms  in  order  to  cope  with  perception. 

Mr.  LaFalce.  One  last  thing.  Within  the  past  week,  a  lot  of  at- 
tention— well,  in  some  circles,  attention  is  being  given  to  Paul 
Volcker's  Bretton  Woods  Commission — it  sounds  like  what  you  and 
I  have  been  talking  about  for  years.  Have  you  been  involved  in  it 
and  what  is  happening  there? 

Mr.  Bergsten.  I  am  on  the  executive  committee  of  this  so-called 
Bretton  Woods  Commission,  which  was  set  up  a  couple  of  years  ago 
to  take  a  look  at  the  adequacy  of  the  international  economic  insti- 
tutions, the  IMF,  the  World  Bank,  and  the  structure  that  they  rest 
on,  given  this  is  the  50th  anniversary  year  of  the  Bretton  Woods 
system.  It  goes  back  to  1944,  so  a  natural  time  to  take  a  look  at 
it. 

That  is  quite  an  elaborate  commission,  a  lot  of  very  top  people 
from  Europe,  from  Japan,  from  the  United  States,  a  lew  from  de- 
veloping countries.  We  have  been  discussing  it  for  a  couple  of 
years. 

You  are  right.  The  somewhat  cautiously  worded  recommenda- 
tions of  the  group,  at  least  as  they  now  stand,  will  move  very  much 
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in  the  direction  of  what  I  and  a  colleague  invented  10  or  so  years 
ago,  a  moving  target  system  for  currencies.  I  know  you  support  this 
idea. 

The  idea  would  be  to  try  to  improve  the  stability  of  the  monetary 
system,  avoiding  disruptions  and  particularly  avoiding  big  mis- 
alignments of  currency  that  could  result  in  over  or  undervalued 
currencies,  lead  to  big  trade  deficits,  protectionist  trade  policies, 
and  the  like.  The  Institute  for  International  Economy  is  hosting  a 
conference  next  week,  a  separate  exercise,  also  looking  at  the  re- 
form of  the  international  institutions  on  the  50th  anniversary  of 
Bretton  Woods,  looking  at  a  broader  set  of  things,  including  trade, 
environment  and  other  issues,  but  I  think  with  this  50th  anniver- 
sary of  the  Bretton  Woods  system  upon  us  now,  there  will  be  a 
number  of  efforts  to  start  the  process  again  of  reforming  and  im- 
proving. 

On  the  monetary  side,  we  have  had  a  nonsystem  for  many  years, 
since  the  old  fixed-rate  exchange  system  broke  down.  We  should 
not  return  to  the  fixed  exchange  rate  system  but  try  to  move  in  the 
direction  of  a  more  stable  and  more  effectively  functioning  system. 
I  think  target  zones  could  do  that.  Other  governments  have  experi- 
mented with  it.  De  facto,  we  may  even  have  this  system  today.  In 
reality,  we  haven't  moved  very  explicitly  in  that  direction  and  Paul 
Volcker's  group  will  contribute  to  the  effort  to  move  in  that 
direction. 

Mr.  LaFalce.  I  have  got  a  pretty  good  fix  based  upon  my  reading 
of  Allen  Binder's  essays  over  the  years.  I  don't  know  much  about 
Janet  Yellen  except  the  fact  Laura  Tyson  recommended  her  and 
she  comes  out  of  Berkeley.  Where  does  she  fit  in  the  economic 
constellation? 

Mr.  Bergsten.  I  am  embarrassed  to  say  I  don't  know  much  more 
about  Professor  Yellen  than  you  do.  She  has  a  very  good  reputa- 
tion. Her  husband  is  an  economist  with  a  good  reputation.  I  have 
talked  to  some  of  her  colleagues.  All  have  very  high  regard  for  her. 

I  think  she  would  be  a  very  balanced  and  constructive  member 
of  the  board.  I  can't  give  you  a  lot  of  independent  assessment  of  her 
work.  It  is  not  in  my  particular  area,  so  I  am  not  on  top  of  it. 

Mr.  LaFalce.  Thank  you,  Mr.  Chairman. 

Chairman  Kanjorski.  Are  you  sure  that  we  have  the  tools  to 
measure  the  things  we  purport  to  measure? 

When  you  look  at  savings  and  creation  of  wealth,  you  may  say 
that  if  we  spend  $3,000  on  a  new  computer,  that  is  the  value  of 
that  computer,  when  in  reality  that  computer  now  gives  me  the 
property  value  of  the  entire  Library  of  Congress.  We  are  just  meas- 
uring the  cost  of  the  computer  as  opposed  to  what  is  opening  up 
to  us.  I  am  beginning  to  wonder  whether  our  measurements — I  was 
listening  to  my  colleague  talk  about  gold  and  I  remember  that  dis- 
cussion with  Alan  Greenspan. 

It  seems  that  that  type  of  a  commodity  to  use  as  a  measure  for 
anything  today  is  very  obsolete.  Are  you  moving  forward  to  start 
testing  fundamental  values  of  the  economic  system  and  how  we 
measure  them? 

Mr.  Bergsten.  Yes,  and  your  example  of  computers  is  a  good  one 
because  that  is  a  way  to  measure  productivity.  When  you  get  your 
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computer  and  therefore  can  tap  the  entire  Library  of  Congress  with 
the  touch  of  your  finger  you  enormously  increase  your  productivity. 

Productivity  and  the  standard  of  Hving  are  two  of  the  most  dif- 
ficult indicators  to  measure.  Productivity  is  essentially  a  residual 
in  the  statistics,  calculated  largely  in  an  indirect  rather  than  a  di- 
rect way.  It  is  subject  to  all  sorts  of  measurement  error. 

There  are  a  number  of  economists  who  think  we  are  understating 
productivity  growth  in  the  economy  for  the  reason  you  mentioned, 
an  inability  to  capture  the  benefits  from  computation  and  the  elec- 
tronics revolution  and  we  really  haven't  been  able  to  figure  out  how 
to  judge  not  just  the  benefits  to  an  individual,  but  to  business. 
There  is  a  widespread  view  that  it  took  business  about  a  decade 
to  really  figure  out  how  to  harness  the  computer  to  improve 
productivity. 

The  school  of  thought  which  says  we  are  now  doing  much  better, 
and  that  our  productivity  growth  is  much  better  than  the  numbers 
show  argue  this  point  and  agree  that  in  the  1980's  productivity  did 
not  pick  up  very  much,  but  now  there  has  been  a  quantum  jump 
as  industry  has  learned  to  use  that  new  tool  much  more  effectively. 

There  is  a  big  debate  on  that  and  there  is  a  lot  of  work  going 
on  trying  to  measure  productivity  more  effectively.  We  are  monitor- 
ing in  that  work.  The  council's  third  report  takes  a  careful  look  at 
the  extent  to  which  the  recent  recorded  growth  in  productivity  has 
been  real  and  lasting  and  long  term  rather  than  cyclical.  The  result 
of  that  survey  was  not  very  encouraging.  Nevertheless,  part  of  that 
reassessment  is  to  look  at  the  underlying  fundamentals,  and  we 
will  certainly  continue  to  do  that.  That  is  central,  I  agree. 

Chairman  Kanjorski.  I  would  like  to  get  the  benefit  of  what  you 
see  there  because  it  is  very  difficult  for  us  to  explain  what  kind  of 
wealth  or  productivity  creation  exists  today  and  how  we  should 
now  measure  it,  particularly  as  we  allocate  the  Federal  budget. 

What  would  be,  in  your  estimation,  the  three  most  important 
things  the  Congress  could  do  right  now? 

Mr.  Bergsten.  I  think  I  would  put  at  the  top  of  my  list  further 
reform  of  the  education  and  worker  training  systems  to  strengthen 
the  Nation's  human  capital.  That  was  what  we  identified  as  a  top 
priority  in  our  second  report  last  year,  in  the  detailed  strategy  we 
laid  out  for  you.  There  has  been  some  progress,  but  it  is  only  a 
start,  and  there  is  legislation  pending  particularly  on  worker  train- 
ing that  needs  to  be  addressed,  mayoe  beefed  up,  and  then  imple- 
mented. But  human  capital  as  a  long-term  investment  is  more  im- 
portant than  anything  else. 

Second,  we  must  focus  on  getting  a  bigger  bang  for  the  govern- 
ment investment  buck — how  can  we  reallocate  government  spend- 
ing in  a  wav  that  will  really  help  the  economy  and  the  population 
over  time.  And  that  includes  the  educational  effort  that  we  talked 
about,  trying  to  get  people  to  understand  that;  but  part  and  parcel 
of  it  would  be  policy  measures  to  increase  the  investment  share  of 
government  spending  because  we  know  and  we  can  hopefully  com- 
municate to  people,  that  it  is  in  their  interest  over  any  reasonable 
period  of  time. 

Third,  go  back  and  look  at  the  budget  again.  Keep  reducing  the 
budget  deficit.  Certainly,  as  you  look  at  health  care,  and  we  flagged 
that  in  our  report  this  time,  certainly,  make  sure  that  what  you  do 
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continues  the  progress  in  budget  reduction  that  has  been  set  in 
place.  At  a  minimum,  don't  make  it  worse,  but  given  the  pickup  of 
the  economy  that  was  unexpected,  maybe  look  for  additional  meas- 
ures now  that  can  keep  trimming  the  budget  deficit  and  raise  the 
national  saving  rate.  I  think  I  would  put  those  three  at  the  top  of 
my  list. 

Chairman  Kanjorski.  Doctor,  I  appreciate  your  testimony.  I 
know  it  is  late.  I  appreciate  your  report.  We  are  going  to  go  over 
it  again.  We  would  like  to  work  with  you  much  more  closely  on 
this.  We  will  allow  the  members  to  submit  questions  and  would  ap- 
preciate your  response. 

Mr.  Bergsten.  It  has  been  a  great  pleasure  working  with  you 
and  your  colleagues  on  a  number  of  issues.  We  appreciate  your 
support  and  we  look  forward  to  staying  in  very  close  touch  and 
maintaining  the  collaboration. 

Chairman  Kanjorski.  Thank  you  very  much,  Doctor. 

[Whereupon,  at  3:30  p.m.,  the  hearing  was  adjourned.] 
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The  Subcommittee  meets  this  afternoon  to  receive  testimony  on  the 
Competitiveness  Policy  Council's  publication,  Promoting  Long-Term  Prosperity:  Third 
Report  to  the  President  and  Congress.  I  am  very  pleased  that  Dr.  Fred  Bergsten, 
Chairman  of  the  Competitiveness  Policy  Council,  could  be  with  us  today. 

Last  year,  this  Subcommittee  passed  H.R.  2960,  a  bill  introduced  by 
Representative  LaFalce  to  reauthorize  and  rename  the  Competitiveness  Policy  Council. 
This  bill  was  passed  by  the  House  on  November  21,  1993.  It  is  a  credit  to  the  Council 
that  their  reauthorization  bill  passed  out  of  subcommittee  unanimously  and  without 
amendment.  Clearly,  authorizing  fiinds  to  facilitate  the  Council's  efforts  is  a  sound  and 
low-cost  investment  in  America's  ftiture.  The  Senate  has  yet  to  take  action  on  this 
legislation,  and  the  Subcommittee  would  strongly  encourage  them  to  do  so  this  year. 

The  Competitiveness  Policy  Council  was  created  in  1988  by  the  Omnibus  Trade 
and  Competitiveness  Act.  The  Council  was  founded  in  1991  and  is  charged  with 
recommending  policies  to  restore  United  States'  competitiveness  in  the  world  economy. 
The  professionals  that  serve  on  the  Council  share  the  common  goal  of  helping  the  United 
States  return  to  preeminence  as  a  world  economic  power. 
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The  Competitiveness  Policy  Council  has  formed  nine  subcouncils,  or  task  forces, 
to  specifically  examine  what  is  needed  to  return  the  United  States  to  a  nation  of  strength 
in  the  global  market.  These  subcouncils  examine  areas  such  as  the  Nation's  education 
system,  training  resources,  critical  technologies,  corporate  governance  and  financial 
markets,  trade  policy,  capital  formation,  manufacturing,  public  infrastructure,  and  capital 
allocation. 

Dr.  Bergsten's  testimony  states  that  the  Council  has  determined  that  this  country's 
competitiveness  problem  is  a  result  of  "...short-term  perspective,  lack  of  proper  economic 
incentives,  and  inattention  to  the  global  competitive  environment. "  I  could  not  agree 
more. 

I  also  note  in  Dr.  Bergsten's  testimony  that  the  Council  calls  on  the  Administration 
to  establish  an  investment  budget  and  to  set  a  target  for  total  public  investment.  While 
this  recommendation  may  sound  simple,  its  importance  is  enormous.  There  is  a 
fundamental  and  critical  difference  between  expenditures  by  the  government  which  invest 
in  our  people  and  our  communities,  and  expenditures  which  are  directed  toward 
consumption.  Yet  our  current  budget  process  fails  to  adequately  make  this  crucial 
distinction.  Today,  we  in  Congress  treat  all  expenditures  as  equal  and  therefore 
understate  the  importance  of  returns  to  the  government  and  the  American  people  through 
sound  federal  investment  in  our  future.  As  I  have  noted  in  the  past,  the  private  sector 
recognizes  the  difference  between  investments  and  consumption;  these  differences  are 
clearly  reflected  in  the  budgets  and  balance  sheets  of  private  sector  businesses.  Dr. 
Bergsten  is  absolutely  correct  that  it  is  time  we  in  the  Federal  government  recognize  this 
fundamental  distinction. 

Consistent  with  making  a  distinction  between  investment  versus  consumption 
expenditures  is  working  to  maximize  the  returns  on  the  nation's  past  investments, 
particularly  in  the  areas  of  science  and  research.  One  of  my  main  convictions  is  that  we 
in  the  Congress  must  develop  a  way  to  bridge  the  gap  between  innovative  technologies 
developed  in  this  Nation's  government  laboratories  and  academic  institutions,  and  the 
effective  commercialization  of  these  technologies  by  United  States  private-sector 
businesses. 

Through  research  in  Federal  laboratories  and  at  colleges  and  universities,  our 
country  has  accumulated  tens  of  thousands  of  patents,  licenses,  and  technologies.  These 
represent  trillions  of  dollars  in  assets  which  should  be  used  to  create  businesses  to  fiiel 
economic  growth  and  revitalization.  Yet  today,  the  primary  beneficiaries  of  America's 
investments  in  research  are  our  trade  competitors,  not  United  States  businesses. 
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I  have  proposed,  through  an  amendment  to  H.R.  2442  that  was  passed  on  the 
House  floor  yesterday,  to  build  a  comprehensive,  nationwide  database  of  information  of 
federally  funded  new  technologies.  In  conjunction  with  this  database,  I  have  also 
proposed  that  a  private  corporation,  the  Business  Development  and  Technology 
Commercialization  Corporation,  be  established  to  assist  federal  labs,  agencies,  and 
universities  in  marketing  and  licensing  their  technologies  nationwide. 

Dr.  Bergsten's  testimony  addresses  the  decline  in  public  investment  in  education, 
training,  infrastructure,  and  research  and  development  since  1965.  I  believe  that  the 
effective  commercialization  of  federally  funded  research  could  provide  a  valuable  return 
on  the  investment  the  government  has  made  in  technology  development.  My  program 
will  help  small-  and  medium-sized  businesses  remain  competitive  in  the  increasingly 
high-tech  international  marketplace  of  the  21st  century.  This  proposal  will  also  help 
create  and  expand  thousands  of  businesses,  and  tens  of  thousands  of  good  jobs  at  high 
wages  in  this  country. 

I  am  very  interested  in  the  discussion  of  American  competitiveness,  and  I  look 
forward  to  your  remarks.  Thank  you.  Dr.  Bergsten,  for  participating  in  today's  hearing. 
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Testimony  of  C.  Fred  Bergsten 

Chairman,  Competitiveness  Policy  Council 

before  the 

Subcommittee  on  Economic  Growth  and  Credit  Formation 

House  Committee  on  Banicing,  Finance  and  Urban  Affairs 

May  12,  1994 


Thank  you  for  the  invitation  to  appear  before  the  Subcommittee  this  morning  to  release 
the  Council's  1994  report,  "Promoting  Long-Term  Prosperity"  to  the  House  of  Representatives. 
The  report  is  also  being  sent  to  President  Clinton  and  to  the  Senate  in  accordance  with  our 
statutory  mandate. 

This  is  the  fourth  in  a  series  of  major  reports  prepared  by  the  Council.  In  1992,  the 
Council  diagnosed  America's  competitiveness  problem  as  resulting  from  a  short-term 
perspective,  lack  of  proper  economic  incentives,  and  inattention  to  the  global  competitive 
environment.  In  1993,  the  Council  presented  more  than  50  specific  recommendations  for  federal 
policy  changes.  These  reforms  were  recommended  by  our  subcouncils,  which  are  inclusive 
groups  for  bringing  together  thoughtful  representation  from  business,  labor,  government,  and  the 
public  interest.  In  October  1993,  we  presented  a  preliminary  assessment  of  the  progress  of  the 
new  Administration  and  the  Congress  in  implementing  our  "comprehensive  competitiveness 
strategy." 
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This  year,  the  Council  reports  on  the  state  of  competitiveness  in  America  one  year  into 
the  Clinton  Administration.  Our  major  conclusion  is  that  the  current  economic  recovery,  while 
broadly  welcome,  will  not  be  enough  to  reverse  the  twenty  year  erosion  in  the  nation's 
competitiveness.  In  spite  of  goods  news  about  the  economy,  many  of  the  fundamental  economic 
indicators  —  such  as  the  saving  rate,  investment  in  plant  and  equipment,  R&D,  and  public 
infrastructure,  accumulated  debt  and  the  trade  imbalance  -  remain  disappointing.  Real  wages 
and  total  compensation,  the  best  measures  of  the  nation's  living  standards,  are  falling  or  at  best 
stagnant. 

The  Council  welcomes  the  numerous  pro-competitive  actions  taken  by  the  Clinton 
Administration.  The  budget  agreement  was  a  notable  achievement.  We  commend  the  enactment 
of  important  legislation  regarding  education  and  technology.  Still,  there  is  much  more  than  can 
be  done  and  we  made  several  specific  recommendations  in  our  report.  We  believe  that  the 
present  period  of  economic  strength  provides  an  unusually  favorable  environment  to  begin 
making  the  needed  additional  changes  and  thus  urge  early  action  on  them.  Let  me  briefly 
highlight  a  few  areas  of  our  study. 

Health  Care 

The  Council  examined  health  care  as  a  competitiveness  issue.  From  that  perspective,  we 
urge  reform  that  will  improve  the  access  to  health  care  and  lower  its  cost,  and  eliminate  some  of 
the  ongoing  distortions  in  labor  markets  caused  by  cost  shifting. 
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Most  analysts  agree  that  the  burden  of  the  current  employer-based  health  care  systein  is 
borne  primarily  by  workers  in  the  form  of  lower  wages.  Increases  in  health  care  costs  in  recent 
years  have  eaten  into  employee  wages  and  other  benefits  (Figure  1).  In  fact,  rising  health  care 
costs  may  help  explain  the  decline  in  real  wages  over  the  same  period.  In  addition  to  its  impact 
on  wages,  the  current  health  care  system  has  contributed  to  a  two-tier  job  market.  To  avoid 
incurring  current  and  future  health  care  obligations,  many  employers  often  hire  new  workers  as 
temporaries  or  via  temporary  worker  services.  This  has  contributed  to  a  significant  increase  in 
temporary  workers,  which  can  also  take  away  from  creating  high  performance  workplaces. 

The  present  system  of  rising,  uncontrolled  health  care  costs  falls  most  heavily  on  large 
firms,  many  of  which  are  strong  exporters.  Industries  such  as  automobiles  and  chemical  products 
spend  more  than  twice  the  national  average  of  health  care  costs  per  worker.  Our  analysis 
suggests  that  under  the  Clinton  health  care  reform  proposal,  manufacturing  industries  would  save 
almost  $100  per  worker,  and  up  to  $439  per  worker  in  the  top  twenty  exporters,  as  opposed  to  an 
average  net  cost  per  worker  of  $319  for  all  firms.  However,  the  reform  should  improve  the 
international  trade  component  of  America's  competitiveness  problem. 

In  broad  economic  terms,  the  Administration's  reform  proposal  is  projected  to  achieve  a 
lower  path  of  federal  health  spending  in  the  long-run  (despite  a  higher  path  in  the  short  run)  than 
the  current  course.  It  would  thereby  free  up  public  resources  for  important  public  investments 
and/or  lowering  the  federal  deficit.  The  aggregate  impact  of  reform  should  thus  be  favorable  for 
the  nation's  competitiveness. 
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Public  Investment 

Public  investment  in  education  and  training,  R&D  and  infrastructure  amounted  to  25 
percent  of  non-defense  outlays  and  2.5  percent  of  GDP  in  1965.  By  1995,  based  on  current 
budget  projections,  this  public  investment  is  expected  to  be  only  1 1  percent  of  non-defense 
outlays  and  1.9  percent  of  GDP  (Figures  2  and  3).  The  Council  reiterates  the  importance  of 
education  and  training,  R&D  and  public  infrastructure  in  order  to  raise  productivity  growth  and 
American  living  standards.  The  Council  strongly  supports  the  Clinton  Administration  in  its 
efforts  to  increase  federal  investment  but  it  urges  the  development  of  a  more  coherent  investment 
plan.  The  Council  calls  on  the  Administration  to  establish  an  investment  budget  as  a  first  step. 
This  budget  should  set  a  target  for  total  public  investment  which  should  be  considered  by  the 
Congress. 

Education  and  Training 

In  its  Second  Report,  the  Council  called  for  establishing  a  system  of  life-long  learning, 
including  improving  the  nation's  basic  education,  better  facilitating  the  school-to-work  transition, 
increasing  job-related  training,  and  expanding  retraining  programs  for  dislocated  workers.    The 
Council  applauds  the  Administration  and  Congress  for  the  passage  and  signing  of  Goals  2000, 
which  takes  the  first  step  toward  establishing  rigorous  content  and  performance  standards  for 
what  students  should  know  and  be  able  to  do  as  a  result  of  their  schooling.  The  Council  is  also 
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pleased  that  the  Administration's  school-to-work  program,  reflecting  its  Training  Subcouncil 
recommendations,  has  also  recently  been  passed  and  signed  by  the  President. 

In  its  Second  Report,  the  Council  also  recommended  that  the  government  encourage  firms 
to  increase  job-related  training  through  grants,  tax  credits  or  payroll  requirements. 
Unfortunately,  the  Administration  has  not  yet  put  forward  its  proposal  to  promote  greater  job- 
based  training  and  the  Council  encourages  it  to  do  soon. 

The  Administration's  recent  proposal  to  improve  government  programs  designed  to  assist 
workers  adjust  to  new  economic  realities  reflects  many  of  the  Council's  previous 
recommendations.  Under  the  proposed  Reemployment  Act  of  1994,  individuals  would  be 
eligible  for  longer-term  benefits.  The  Council  is  concerned  that,  by  improving  the  quality  of 
benefits,  the  Administration's  program  may  limit  the  number  of  workers  who  might  receive 
benefits.  The  Council  urges  the  Administration  and  Congress  to  provide  a  guaranteed  funding 
source  to  insure  that  adequate  benefits  are  available  for  all  those  in  need. 

Critical  Technologies 

The  Administration  has  begun  to  implement  a  new  technology  policy  largely  reflecting 
the  Council's  recommendations  for  shifting  emphasis  from  defense  to  civilian  R&D  and  focusing 
on  projects  which  will  promote  commercial  technologies.  The  Council  urges  the  Congress  to 
appropriate  funds  for  programmatic  increases  in  the  President's  budget  request  in  Pf  1995. 
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Given  the  discretionary  spending  caps  enacted  in  the  1993  budget  agreement,  the  President  and 
Congress  will  need  to  maintain  their  commitments  to  this  new  technology  policy  in  the  FY  1996 
and  FY  1997  budgets.    In  addition,  the  government  and  private  sector  must  work  together  to 
ensure  that  the  new  and  expanded  programs  work  as  intended,  and  that  they  are  evaluated  and 
modified  as  necessary. 

Public  Infrastructure 

The  Council  is  encouraged  by  the  positive  attention  given  to  investment  in  transportation 
infrastructure  in  the  President's  proposed  FY  1995  budget.  Recognizing  the  importance  of  public 
infrastructure  in  the  national  economy,  the  budget  requests  full  funding  of  highway  programs  at 
the  levels  authorized  in  the  Intermodal  Surface  Transportation  Efficiency  Act  of  1991.  The 
proposed  increase  in  Amtrak's  capital  improvement  funds  is  also  long  overdue. 

Although  the  budget  proposals  for  FY  1995  and  beyond  reflect  a  renewed  attention  to 
capital  investment  in  infrastructure,  the  increases  are  barely  large  enough  to  make  a  dent  in  the 
decades-old  deterioration  of  infrastructure.  Chief  among  these  problems  is  the  practice  of  state 
and  local  officials  of  deferring  maintenance  on  infrastructure  to  the  indefinite  future.  The 
practice  is  so  widespread  that  the  category  of  "deferred  maintenance"  has  taken  on  the 
connotation  of  an  actual  program  item  in  state  and  local  budgets.  But  deferred  maintenance  is 
not  a  program,  it  is  a  liability,  and  the  public  needs  to  be  continually  aware  of  the  deferral  of  its 
responsibilities  to  maintain  its  own  economic  lifelines. 
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Trade  Policy 

The  Administration,  and  in  particular  the  Commerce  Department,  has  made  significant 
progress  in  coordinating  export  policy  and  removing  disincentives  to  US  exports,  as  called  for  in 
the  Council's  Second  Report.  The  Council  commends  the  Administration's  recent  decision  to 
remove  the  requirement  for  advanced  approval  for  virtually  all  civilian  telecommunications  and 
computers  exports  to  China  and  the  countries  of  the  former  Soviet  Union.  Although  the 
Council's  previous  recommendation  for  a  unified  budget  function  has  not  yet  been  followed,  the 
Office  of  Management  and  Budget  has  created  a  table  of  Export-Related  Expenditures.  We  are 
encouraged  by  the  prospect  that  a  unified  budget  function  may  be  employed  in  FY  1996. 

The  Council  urges  the  Administration  to  submit  legislation  implementing  the  recently 
signed  GATT  agreement  as  soon  as  possible  and  urges  the  Congress  to  renew  the  President's 
trade  negotiating  authority  (which  expired  on  December  15)  for  new  multilateral,  regional  and 
bilateral  trade  agreements. 

Federal  Budget 

The  discretionary  spending  caps  enacted  in  1990  and  re-extended  in  1993  have  been  a 
helpful  management  tool  to  Congress,  but  may  have  outlived  their  usefulness.  If  continued 
beyond  FY  1995,  these  caps  will  require  very  large  cuts  from  the  budget  baseline.    Reducing  the 
deficit  does  not  require  a  freeze  in  discretionary  spending.  While  the  Council  strongly  reaffirms 
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the  need  to  continue  lowering  the  federal  deficit,  we  believe  that  consideration  should  be  given  to 
amending  the  Budget  Enforcement  Act  to  permit  entitlement  cuts  or  revenue  increases  to  be  used 
to  pay  for  increases  in  federal  investment. 

Competitiveness  Impact  Statements 

Under  the  Omnibus  Trade  and  Competitiveness  Act  of  1988,  the  President  and  heads  of 
agencies  are  required  to  submit  to  Congress  "Competitiveness  Impact  Statements"  (CIS)  along 
with  all  legislative  proposals  which  may  affect  the  ability  of  American  firms  to  compete  in 
international  commerce.  This  law  has  been  ignored  over  the  last  six  years  and  is  now  about  to 
expire.  The  Council  recommends  that  the  Congress  renew  the  law,  although  limiting  the 
requirement  to  prepare  a  CIS  on  just  those  new  proposals  deemed  to  have  a  significant  impact  on 
competitiveness,  and  assigning  that  responsibility  to  an  independent  agency  like  the  US 
International  Trade  Commission  or  the  Congressional  Budget  Office. 

Council's  Work  Plan 

The  Council  has  expanded  its  work  program  into  two  new  areas:  capital  allocation  and 

social  issues.  * 
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Capital  Allocation 

The  Council  has  established  a  new  subcouncil  on  Capital  Allocation  co-chaired  by  Robert 
Denham,  Chairman  of  Salomon,  Inc.  and  Michael  Porter,  a  professor  at  the  Harvard  Business 
School.  This  subcouncil  is  taking  a  broad  look  at  issues  such  as  shareholder  monitoring  of 
boards  of  directors,  employee  and  management  ownership,  and  the  debt  bias  of  the  tax  code.  It 
will  be  making  recommendations  to  the  full  Council  in  early  1995. 

Social  Issues 

Social  problems  weaken  American  competitiveness,  both  now  and  in  the  future,  in  both 
obvious  and  subtle,  by  reducing  the  size  of  the  workforce,  reducing  the  skill  level  of  the 
workforce,  robbing  the  society  of  substantial  public  and  private  resources  needed  to  pay  the  high 
price  of  crime  and  public  assistance.  America  cannot  realize  its  full  economic  potential  if  we 
abandon  our  disadvantaged  populations.  The  Council  will  focus  on  the  nexus  of  issues  related  to 
child  readiness  to  learn,  the  effectiveness  of  pre-school  and  supplementary  school  programs,  and 
youth  dropout,  unemployment  and  labor  force  participation  rates. 

Mr.  Chairman,  on  behalf  of  the  Council,  I  want  to  thank  you  for  your  support  for  the 
Council's  efforts  to  educate  the  American  public  about  competitiveness  and  to  provide  policy 
proposals  to  the  Congress  and  the  Administration. 
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Figure  1 
Wages  and  Employer-Paid  Health  Insurance 
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Figure  2 
Federal  Non-Defense  Investment 
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COMPETITIVENESS   POLICY  COUNCIL 

1726  M  Street  NW  •  Suite  300  •  Washington,  DC  20036  -  Tel:  (202)  632-1307  •  FAX:  (202)  632-1350 


NEWS  REL 


May  12,  1994 


Contact:  Howard  Rosen  (202)  632-1307 


CURRENT  RECOVERY  NOT  SUFTICIENT  TO  REVERSE 
LONG-TERM  EROSION  OF  US  COMPETITIVENESS 


HEARINGS  BEFORE  SUBCOMMITTEE  ON  ECONOMIC  GROWTH  AND  CREDIT  FORMATION  OFTHE  HOUSE 
BANKING.  FINANCE  AND  URBAN  AFFAIRS  COMMITTEE:  2:00  pra.  Room  2220  Raybum  House  Office  Building 


EMBARGO:  May  12,  1994, 2:00  pm,  E.S.T. 


Washington,  May  12 — The  current  economic  recovery  is  encouraging  but  will  not  be 
enough  to  reverse  the  twenty  year  erosion  in  the  nation's  coinpetitiveness,  according  to  the 
Competitiveness  Policy  Council's  Third  Report  to  the  President  and  Congress.  In  spite  of 
the  goods  news  about  the  economy,  the  Council  remains  concemed  about  the  lack  of 
improvement  in  several  key  economic  fundamentals:  America's  saving  rate  remains  the 
lowest  among  the  industrialized  countries  and  continues  to  fall,  our  students  and  workers 
continue  to  lag  behind  other  countries  in  educational  achievement  and  the  nation's 
investment  in  plant  and  equipment.  R&D  and  public  infrastructure  is  insufficient. 
"Without  improvement  in  these  fundamentals,  we  cannot  hope  to  translate  the  current 
pickup  into  long-term  gains  in  our  standard  of  living,"  the  Report  says. 

The  Competitiveness  Policy  Council  is  a  twelve-member,  bipartisan  national  commission 
created  by  Congress.  It  includes  three  corporate  leaders,  three  labor  union  presidents,  three 
senior  government  (federal  and  state)  officials  and  three  representatives  of  the  public.  The 
members  were  appointed  by  the  President  and  by  the  joint  leadership  of  the  Senate  and 
House  of  Representatives.  The  Council  is  chaired  by  Dr.  C.  Fred  Bergsten,  Director  of  the 
Institute  for  International  Economics.  President  Clinton  appointed  Dr.  Laura  D'Andrea 
Tyson,  Chair  of  the  Council  of  Economic  Advisers,  as  the  federal  government 
representative  last  September. 

"Promoting  Long-Term  Prosperity"  is  the  Council's  third  report  to  the  President  and 
Congress  reviewing  the  state  of  US  competitiveness  and  making  policy  recommendations 
on  how  to  improve  national  living  standards.  In  its  first  report,  in  1992,  the  Council  called 
for  "a  comprehensive  competitiveness  strategy"  to  address  the  steady  erosion  in  the 
nation's  competitiveness.  In  its  second  report,  in  1993,  the  Council  proposed  national 
goals  for  saving,  investment  and  economic  growth  aimed  at  doubling  productivity  growth 
by  the  end  of  the  decade  and  presented  detailed  policy  recommendations  in  the  areas  of 
capital  formation,  corporate  governance  and  financial  markets,  critical  technologies, 
education,  manufacturing,  public  infrastructure,  trade  policy  and  training. 
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In  this  year's  report,  the  Council  reviews  progress  made  during  the  first  year  of  the  Clinton 
Administration  in  implementing  its  initial  proposals  and  suggests  additional  steps  which  need  to  be  taken. 
In  addressmg  the  current  debate  over  whether  the  United  States  still  has  a  competitiveness  "problem." 
the  Council  notes  that  in  spite  of  the  current  improvements  in  economic  growth,  unemployment  and 
inflation,  there  remains  a  stagnation  or  even  decline  in  real  wages  and  total  compensation  -  the  best 
measures  of  a  nation's  standard  of  living.  "Some  people  view  the  cyclical  recovery  in  the  United  States 
and  poor  economic  performance  in  Europe  and  Japan  as  indicators  that  we  have  solved  our 
competitiveness  problem,"  notes  Dr.  Bergsten,  the  Council's  Chairman.  "We  reject  such  a  narrow 
definition  of  competitiveness.  America  cannot  be  viewed  as  competitive  as  long  as  our  standard  of  living 
fails  to  rise.  In  addition,  we  cannot  ignore  the  fact  that  our  trade  deficit  is  soaring  toward  a  record  level." 

In  addition  to  reviewing  recent  development  in  technology,  education  and  training  and  public 
infrastructure,  the  Councils  new  report  focuses  on  the  impact  of  health  care  reform  on  US 
compjetitiveness  and  the  need  for  improvements  in  how  the  federal  government  budgets  for  investment. 
The  Council  also  presents  its  future  agenda  in  the  area  of  capital  allocation  and  social  issues.  The 
following  are  some  highlights  from  the  Council's  1994  report. 

Health  Care  Reform 

The  nation  currently  spends  14  percent  of  GDP  on  health  care,  more  than  any  other  country  in  the 
world,  yet  this  is  no  evidence  that  our  citizens  are  that  much  healthier.  The  nation's  current  health  care 
system  affects  our  competitiveness  in  two  major  ways.  First,  growing  health  care  inefficiency  is  diverting 
resources  which  could  instead  be  invested  in  education,  technology  and  infrastructure.  Second,  under 
our  current  system,  workers  pay  the  lion's  share  of  the  nation's  health  care  bill  through  lower  take-home 
wages  and  declining  quality  of  health  care. 

In  the  short  run,  health  care  reform  is  likely  to  raise  the  federal  deficit  slightly  higher  than  under  the 
current  system,  further  curtailing  national  saving.  In  the  long  run  (after  2004),  some  of  the  plans  being 
discussed,  including  the  Administration's,  could  reduce  the  federal  deficit  below  the  current  baseline  and 
contribute  to  raising  national  saving  and  investment.  In  comparing  reform  alternatives.  Congress  and  the 
American  people  should  give  more  weight  to  the  long-term  implications  than  to  the  impact  on  the  deficit 
over  the  next  few  years. 

Most  analysts  now  agree  that  the  burden  of  the  current  employer-based  health  care  system  is  borne 
primarily  bv  workers  in  the  form  of  lower  wages.  Increases  in  health  care  costs  in  recent  years  have  eaten 
into  employee  wages  and  other  benefits  (Figure  1).  In  fact,  rising  health  care  costs  may  help  explain 
much  of  the  stagnation  or  decline  in  real  wages  over  the  same  period.  In  addition  to  its  impact  on  wages, 
the  current  health  care  system  has  contributed  to  a  two-tier  job  market.  To  avoid  incurring  current  and 
future  health  care  obligations,  many  employers  often  hire  new  workers  as  temporaries  or  via  temporary 
worker  services.  This  has  contributed  to  a  significant  increase  in  temporary  workers,  which  can  also  take 
away  from  creating  high  performance  workplaces. 

The  present  system  of  rising,  uncontrolled  health  care  costs  falls  most  heavily  on  large  firms,  many 
of  which  are  strong  exporters.  Our  analysis  suggests  that  under  the  Clinton  health  care  reform  proposal, 
manufacturing  industnes  would  save  almost  SI 00  per  worker,  and  up  to  S439  per  worker  in  the  top 
twenty  exporters,  as  opposed  to  an  average  net  cost  per  worker  of  $319  for  all  firms.  However,  the 
reform  should  improve  the  international  trade  component  of  America's  competitiveness  problem. 
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Public  Investment 

F\iblic  investment  in  education  and  training.  R&D  and  infrastmclure  amounted  to  25  percent  of  non- 
defense  outlays  and  2.5  percent  of  GDP  in  1965.  By  1995.  ba.sed  on  current  budget  projections,  this 
public  investment  is  expected  to  be  only  1 1  percent  of  non-defense  outlays  and  1 .9  percent  of  GDP  (See 
Figures  2  and  3).  The  Council  reiterates  the  importance  of  public  investment  in  education  and  training. 
R&D  and  public  infrastructure  in  order  to  raise  productivity  growth  and  Amcncan  living  standards.  The 
Council  strongly  supports  the  Clinton  Administration  in  its  efforts  to  increa.sc  federal  investment  but  it 
urges  the  development  of  a  more  coherent  investment  plan.  The  Council  calls  on  the  Administration  to 
establish  an  investment  budget  as  a  first  step   The  following  are  additional  steps  which  need  to  be  taken: 

Federal  Budget:  The  spending  caps  enacted  in  1990  and  rc-extcndcd  in  1993  have  been  a  helpful 
management  tool  to  Congress  but  may  have  outlived  their  u.sefulness.  If  continued  beyond  FY  1995. 
these  caps  will  require  very  large  cuts  from  the  budget  baseline.  But  reducing  the  deficit  does  not  require 
a  freeze  in  discretionary  spending.  While  the  Council  strongly  reaffirms  the  need  to  continue  lowering 
the  federal  deficit,  we  believe  that  consideration  should  be  given  to  amending  the  Budget  Enforcement 
Act  to  permit  entitlement  cuts  or  revenue  increases  to  be  u.sed  to  pay  for  increa.ses  in  federal  investment. 

Competitiveness  Impact  Statements:  Under  the  Omnibus  Trade  and  Competitiveness  Act  of  1988.  the 
Piiesidenl  and  heads  of  agencies  are  required  to  submit  to  Congress  "Competitiveness  Impact  Statements" 
(CIS)  as  part  of  all  legislative  proposals  which  may  affect  the  ability  of  American  firms  to  compete  in 
international  commerce.  This  law  has  been  ignored  over  the  last  six  years  and  is  now  about  to  expire. 
The  Council  recommends  that  the  Congress  renew  the  law,  although  limiting  the  requirement  to  prepare 
a  CIS  on  only  those  proposals  deemed  to  have  a  significant  impact  on  competitiveness,  and  assigning  that 
responsibility  to  an  independent  agency  like  the  US  International  Trade  Commission  or  the  Congressional 
Budget  Office. 

Education  and  Training 

In  its  Second  Report,  the  Council  called  for  establishing  a  system  of  life-long  learning,  including 
improving  the  nation's  basic  education,  better  facilitating  the  school-to-work  transition,  increasing  job- 
related  training,  and  expanding  retraining  programs  for  dislocated  workers.  The  Council  applauds  the 
Administration  and  Congress  for  the  passage  and  signing  of  Goals  2{XX).  which  takes  the  first  step  toward 
establishing  rigorous  content  and  performance  standards  for  what  students  should  know  and  be  able  to 
do  as  a  result  of  their  schooling.  The  Council  is  also  pleased  that  the  Administration's  school -to- work 
program,  reflecting  its  Training  Subcouncil  recommendations,  has  also  recently  been  passed  and  signed 
by  the  President. 

In  its  Second  Report,  the  Council  also  recommended  that  the  government  encourage  firms  to  increase 
job-related  training  through  grants,  tax  credits  or  payroll  requirements.  Unfortunately,  the  Administration 
has  not  yet  put  forward  its  proposal  to  promote  greater  job-based  training  and  the  Council  encourages  it 
to  do  soon. 

The  Administration's  recent  proposal  to  improve  government  programs  designed  to  assist  workers 
adjust  to  new  economic  realities  reflects  many  of  the  Council's  previous  recommendations.  Under  the 
proposed  Reemployment  Act  of  1994.  individuals  would  be  eligible  for  longer-term  benefits.  The 
Council  is  concerned  that,  by  improving  the  quality  of  benefits,  the  Administration's  program  may  limit 
the  number  of  workers  who  might  receive  bienefits.  The  Council  urges  the  Administration  and  Congress 
to  provide  a  guaranteed  funding  source  to  insure  that  adequate  benefits  are  available  for  all  those  in  need. 
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Critical  Technologies 

The  Administration  has  begun  to  implement  a  new  technology  policy  largely  reflecting  the  Council's 
recommendations  for  shifting  emphasis  from  defense  to  civilian  R&D  and  focusing  on  projects  which 
will  promote  commercial  technologies.  The  Council  urges  the  Congress  to  appropriate  funds  for 
programmatic  increases  in  the  President's  budget  request  in  FY  1995.  Given  the  caps  enacted  in  the  1993 
budget  agreement,  the  President  and  Congress  will  need  to  maintain  their  commitments  to  this  new 
technology  policy  in  the  FY  1996  and  FY  1997  budgets.  In  addition,  the  government  and  private  sector 
must  work  together  to  ensure  that  the  new  and  expanded  programs  work  as  intended,  and  that  they  are 
evaluated  and  modified  as  necessary. 

Public  Infrastructure 

The  Council  is  encouraged  by  the  positive  attention  given  to  investment  in  transportation 
infrastructure  in  the  President's  proposed  FY  1995  budget.  Recognizing  the  importance  of  public 
infrastructure  in  the  national  economy,  the  budget  requests  full  funding  of  highway  programs  at  the  levels 
authorized  in  the  Intermodal  Surface  Transportation  Efficiency  Act  of  1991.  The  proposed  increase  in 
Amtrak's  capital  improvement  funds  is  also  long  overdue. 

Although  the  budget  proposals  for  FY  1995  and  beyond  reflect  a  renewed  attention  to  capital 
investment  in  infrastructure,  the  increases  are  barely  large  enough  to  make  a  dent  in  the  decades-old 
deterioration  of  infrastructure.  Chief  among  these  problems  is  the  practice  of  state  and  local  officials  of 
deferring  maintenance  on  infrastructure  to  the  indefinite  future.  The  practice  is  so  widespread  that  the 
category  of  "deferred  maintenance "  has  taken  on  the  connotation  of  an  actual  program  item  in  state  and 
local  budgets.  But  deferred  maintenance  is  not  a  program,  it  is  a  liability,  and  the  public  needs  to  be 
continually  aware  of  the  deferral  of  its  responsibilities  to  maintain  its  own  economic  lifelines. 

Trade  Policy 

The  Administration,  and  in  particular  the  Commerce  Department,  has  made  significant  progress  in 
coordinating  export  policy  and  removing  disincentives  to  US  exports,  as  called  for  in  the  Council's 
Second  Report.  The  Council  commends  the  Administration's  recent  decision  to  remove  the  requirement 
for  advanced  approval  for  virtually  all  civilian  telecommunications  and  computers  exports  to  China  and 
the  countries  of  the  former  Soviet  Union.  Although  the  Council's  previous  recommendation  for  a  unified 
budget  function  has  not  yet  been  followed,  the  Office  of  Management  and  Budget  has  created  a  table  of 
Export-Related  Expenditures.  We  are  encouraged  by  the  prospect  that  a  unified  budget  function  may  be 
employed  in  FY  1996. 

The  Council  urges  the  Administration  to  submit  legislation  implementing  the  recently  signed  GATT 
agreement  as  soon  as  possible  and  urges  the  Congress  to  renew  the  President's  trade  negotiating  authority 
(which  expired  on  December  15)  for  new  multilateral,  regional  and  bilateral  trade  agreements. 


The  Council's  Third  Report,  "Promoting  Long  Term  Prosperity"  is  available  from  the  Government 
Printing  Office.   Copies  of  other  reports  and  commissioned  studies  are  available  from  the  Council. 
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Figure  1 
Wages  and  Employer-Paid  Healtli  Insurance 
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Figure  2 
Federal  Non-Defense  Investment 
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Honorable  William  J.  Clinton 
Page: 


The  Comperitiveness  Polic)-  Council  is  a  12-member  federal  adNisory  comminee  with  representatives  from  busi- 
ness, labor,  government  (both  state  and  federal)  and  the  public.  The  grcnip  is  comprised  equally  of  Democrats  and 
Republicans.  .-Vll  of  our  meetings  are  open  to  the  public.  One-third  of  our  members  were  appomted  by  the  President, 
one-third  by  the  Speaker  and  the  Minorit)-  Leader  of  the  US  House  of  Representatives  acting  jointl\',  and  one-third 
by  the  .\lajorit)-  and  Minorit\'  Leaders  of  the  US  Senate  acting  joindy.  Ihe  Omnibus  Trade  and  Competitiveness  .\ct 
of  1988  (P.L.  100-418),  as  amended  by  the  Customs  and  Trade  Act  of  1990  (P.L.  101-582),  created  the  Council  "to 
develop  recommendations  for  national  strategies  and  on  specific  policies  intended  to  enhance  the  productivity-  and 
international  competitiveness  of  United  States  industries." 

We  look  forward  to  discussing  the  findings  and  recommendations  of  this  report  with  you  as  we  all  seek  to  build  a 
more  competitive  nation. 


Sincerely, 


C.  Fred  Bergsten 
Chairman 


Enclosure 

NOTE:  Identical  letters  were  sent  to  .\lbert  Gore,  Jr.,  President  of  the  Senate,  and  Thomas  S.  Foley.  Speaker  of  the 
House  of  Representatives. 
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Introduction 


The  latest  news  about  the  US  economy  is  encourag- 
ing. But  its  recent  strength  is  not  enough  to  reverse 
the  long  run  erosion  in  the  nation's  competitive- 
ness —  defined  as  our  standard  of  living.  There  has  been 
improvement  in  some  of  the  macroeconomic  indicators  but 
little  progress  is  evident  in  many  of  the  underlying  economic 
fundamentals  that  are  critical  to  improving  our  competitive- 
ness: saving  and  investment,  research  and  development,  and 
education  and  training.  Without  improvement  in  these  fun- 
damentals, we  are  unlikely  to  translate  the  current  pickup 
into  long-term  gains  in  our  standard  of  living. 
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On  the  other  hand,  the  current 
environment  provides  a  good 
framework  from  which  to  attack  our 
long-run  needs.  Betviecn  1972  and 
1987,  after  taking  cvclical  factors 
into  account,  productivit)'  grew  by 
only  1.3  percent  per  \ear,  compared 
with  an  average  of  2.5  percent  dur- 
ing the  previous  twentv-  years. 
Betw  een  1 987  and  1 995  productivitv- 
growth  was  still  only  1 .2  percent  per 
year.'  The  higher  numbers  in  the 
early  1990s  are  largely  due  to  the 
normal  producdvitv'  recovery  from 
the  recession.  As  the  Council  indi- 


cated in  its  First  Report  in  1992, 
high  productivit}'  and  economic 
growth  rates  are  critical  ingredients 
for  enhancing  our  competitiveness. 
In  order  to  improve  our  standard  of 
living  we  need  to  restore  the  pro- 
ductivit)' growth  rates  that  we  expe- 
rienced prior  to  1973.  [Figure  1] 

Productivitv'  grov^th  is  a  neces- 
sarv',  but  not  sufficient,  condition 
for  improving  US  competitiveness. 
Higher  economic  growth  is  needed 
to  reemploy  the  human  resources 
freed  up  by  increased  productivitv'. 
Accordingly,  the  Council  set  a  sec- 


The  "Cmnpttftivcfless"  Debate 

In  its  First  Report  to  the  PresitJent  and  Congress,  the  Council  defined 
competitiveness  as  the  "ability  to  produce  goods  and  services  that  meet  the 
test  of  international  marlcets  while  our  citizens  earn  a  standard  of  living  that  Is 
both  rising  and  sustainable  over  the  long  run."  The  Council  has  consistently 
retied  upon  this  broad  definition,  as  opposed  to  moi^  narrow  ones  based  on 
the  trade  deficit  or  market  shares  that  are  used  by  others.  Nations  are  not  cor- 
porations and  thus  cannot  be  judged  in  the  same  manner.  A  rratoi's  pnmary 
economic  objective  Is  to  provide  a  rising  standard  of  living  for  all  Its  citizens. 

Increasing  economic  Integration  has  made  national  economies  nwre 
interdependent.  In  spite  of  this  increased  economic  Integration,  impro^ment 
in  our  competitiveness  need  not  come  at  the  expense  of  others.  On  the  con- 
trary, nations  can  raise  their  living  standards  simultaneously,  just  as  occurred 
during  the  1 950s  and  1 960s,  The  global  economy  serves  as  the  source  of  .  j 
future  economic  growth. 

Productivity  growth  is  the  key  to  long-term  improvement  In  our  stan- 
dard of  living.  Investment  in  plant  and  equipment,  R&D  and  infrastructure,  and 
education  and  training  are  critical  ingredients  to  improving  productivity 
growth.  Earning  the  resources  with  which  to  make  these  investment,  rather 
than  borrowing  them,  will  insure  that  the  resulting  increases  In  living  standards 
are  sustainable  over  the  long  term. 


Figure  1 

Growth  of  GDP  and  Productivity 


Real  GDP 
Productivity 


1960s  1970s         1980s      1990-93 

ond  goal  of  achieving  a  lasting 
growth  rate  of  3  to  3.5  percent  for 
the  overall  economy  by  the  end  of 
the  decade.  The  US  economy  sur- 
passed this  target  in  1993,  posting  4 
percent  grovvih.  In  response,  unem- 
plovment,  which  has  been  too  high 
for  too  long,  fell  from  7.7  percent  in 
June  1992  to  6.4  percent  by  the  end 
of  1993.  This  pickup  in  economic 
growth  in  1993  was  highly  welcome. 

But  we  are  doubtful  that  such 
rapid  growth  can  be  maintained. 
.Although  net  private  investment 
moved  up  slighdy  to  4  percent  of 
gross  domestic  product  (GDP)  in 
1993,  it  is  still  well  below  its  1973 
level  of  8  percent  of  GDP  and  con- 
tinues to  be  the  lowest  of  all  the 
industriahzed  nations.  Investment 
in  plant  and  equipment,  which  has 
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the  highest  payout  in  terms  of  pro- 
duconrv',  also  remained  relatively 
flat  at  9  percent  of  GDP  in  1 W3. 
its  lowest  level  m  over  30  \ears. 
The  Council  calculates  that  nation- 
al investment  would  have  to 
increase  by  at  least  4  to  6  percent- 
age pomts  of  GDP.  or  about  S300 
bilhon  annually  at  current  prices, 
for  the  economy  to  achieve  our 
ambitious  productivity  target  and 
thus  maintain  growth  at  3  to  3.5 
percent  per  year. 

In  order  to  finance  the  needed 
mcrease  in  national  investment 
without  additional  foreign  borrow- 
ing, the  national  saving  rate  would 
have  to  rise  by  5  to  7  percentage 
points  of  GDP,  restoring  national 


sa\"ing  to  the  level  that  prevailed 
prior  to  1973.  One  of  the  most 
troubling  developments  in  1993  was 
that  net  naoonal  sa\ing  (gross  sav- 
ing minus  federal  and  state  govern- 
ment deficits)  fell  to  1..^  percent  of 
net  naoonal  product  (XXP),  con- 
tinuing Its  downward  trend  from  1 1 
percent  of  XNP  m  1973.  [Figure  2] 

This  fall  in  net  national  sanng 
occurred  in  spite  of  the  Administra- 
tion's success  in  securing  Congres- 
sional approval  of  a  five-year  budget 
reduction  package.  The  Congres- 
sional Budget  Office  (CBO)  recent- 
Iv  reported  that,  due  in  large  part  to 
the  agreed  package,  the  federal  bud- 
get deficit  is  expected  to  fall  to 
appro.ximately  2.5  percent  of  GDP 
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by  1998,  down  from  close  to  5  per- 
cent of  GDP  in  1992.  [Figure  3] 
This  is  a  substantial  move  in  the 
right  direction  but  is  only  half  way 
to  eliminating  the  deficit.  Under 
current  policies,  moreover,  the  bud- 
get deficit  is  e.vpected  to  begin 
increasing  again  after  1999. 

Total  private  sa\'ing  fell  one  per- 
centage point  of  NXP,  caused  in 
large  part  by  a  large  drop  in  house- 
hold saving  ft-om  a  peak  of  7  percent 
of  NNP  in  1973  to  a  historic  low  of 
3  percent  of  NNP  in  1993.^  As  the 
Council  noted  last  year,  increases  in 
private  saving,  while  desirable,  are 
extremely  difficult  to  engender;  thus 
most  of  the  improvement  in  nation- 
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Figure  4 
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al  sa\Tng  will  have  to  come  from 
correcting  the  federal  budget 
deficit. 

Increases  in  public  and  private 
saving  are  critical  to  achieving  a  sus- 
tainable improvement  in  our  living 
standards.  Economic  improvements 
built  on  debt-financed  consumption 
will  not  translate  into  permanent 
gains  for  all  Americans.  Aggregate 
non-financial  debt  is  close  to  twice 
the  nation's  GDP,  higher  than  any 
time  since  the  Second  World  War. 
[Figure  4]  In  spite  of  the  fact  that 
the  economy  has  been  improving, 
government  and  household  debt  has 
continued  to  grow  to  record  levels. 
Business  debt  has  returned  to  its 
mid-1980s  level,  but  remains  at 
almost  60  percent  of  GDP.  The 


only  way  we  can  hope  to  achieve 
lasting  improvements  in  our  econo- 
my is  to  earn  our  standard  of  living, 
through  domestic  saving  and  invest- 
ment, and  not  continue  to  borrow, 
as  we  have  been  doing  since  1980. 

The  recent  upturn  in  the  econo- 
my camouflages  another  troubling 
development.  The  widely  cited  eco- 
nomic indicators  report  national 
averages  which  do  not  correspond 
to  individual  experience.  The 
Council  is  concerned  about  raising 
living  standards  for  all  groups  of 
Americans.  While  average  personal 
income  has  been  rising,  the  percent- 
age of  people  living  below  the 
poverty  hne  has  been  increasing. 
Furthermore,  the  average  annual 
growth  of  mean  family  income  has 


been  falling  in  the  lowest  two  quin- 
tiles,  basically  constant  in  the  third 
quindle,  and  has  been  rising  only  m 
the  top  two  quintiles.  The  worsen- 
ing distribution  of  income  is  not 
only  a  manifestation  of  our  compet- 
itiveness problem  but  also  con- 
tributes to  many  of  the  problems 
plaguing  our  society  today. 
More  job  creation  and  investment 
in  education  and  job  training  are 
necessary-  to  help  American  workers 
achieve  rising  living  standards. 


How  is  the  United 
States  Pedorming 
Relative  to  Others? 

When  looking  at  US  competi- 
tiveness relative  to  our 
major  trading  parmers,  the  most 
relevant  measure  of  comparison  is 
productivity  growth.  While  the 
United  States  remains  the  most  effi- 
cient economy  in  the  world,  the  gap 
betvieen  the  United  States  and  the 
other  industrialized  countries  is 
closing.  Productivity  growth  rates  in 
Japan  and  Germany  have  tended  to 
be  above  those  for  the  United  States 
until  recendy. 

However,  productivity  growth  in 
Germany  fell  to  almost  zero  and  in 
Japan  actually  fell  to  below  zero  in 
1992.  Japan,  correcting  for  its 
investment  bubble  in  the  1980s  and 
having  failed  to  take  the  necessary 
expansionary  measures,  experienced 
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a  decline  of  half  a  percent  of  GDP 
in  1993.  Germany,  which  has  yet  to 
fully  adjust  to  the  challenges  of  uni- 
fication and  new  realities  in  the 
international  economy,  experienced 
a  decline  of  1.5  percent  of  GDP  in 
1993.  In  turn,  the  US  merchandise 
trade  deficit  expanded  by  40  per- 
cent, reaching  approximately  Si  32 
billion  in  1993,  and  causing  the 
current  account  deficit  to  grow  to 
S109  billion.  Export  growth  fell  to 
2  percent,  primarily  due  to  slow 
growth  in  the  industrialized  coun- 
tries, and  imports  grew  by  8  per- 
cent, reflecting  the  economic 
recovery  here  in  the  United  States. 
(Figure  5]  .\  steady  strengthening 
of  the  dollar  against  all  major  cur- 
rencies except  the  yen  will  further 
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exacerbate  the  deterioration  of  the 
US  trade  deficit. 

The  fact  that  the  US  economy 
outperformed  Germany  and  Japan 
in  1993  has  led  some  obseners  to 
suggest  that  the  United  States  has 
solved  its  competitiveness  problem. 
The  Council  does  not  share  this 
optimism  predicated  upon  a  narrow 
view  of  competitiveness.  We  should 
not  take  comfort  fi"om  the  fact  that 
other  nations  are  performing  worse 
economically  than  the  United 
States.  Nations  can  and  should  seek 
to  raise  their  li^^ng  standards  simul- 
taneously, as  was  the  case  for  most 
of  the  period  following  World  War 
II.  Furthermore,  declines  in  Euro- 
pean or  Japanese  growth  rates  do 
not  imply  that  the  US  economy  is 
operating  more  efficiently.  The 
best  measure  of  our  nations  ability 
to  compete  is  our  ability  to  main- 
tain rising  living  standards  here  at 
home.  Strong  growth  abroad  is 
necessary  in  order  for  US  produc- 
ers to  sell  their  products  and  hence 
boost  US  income. 

Bervveen  1870  and  1973,  real  per 
capita  income  in  the  United  States 
grew  at  an  average  of  1 .9  percent 
per  year,  enabling  incomes  to  dou- 
ble ever}'  thirty-two  years.  US  li\'ins 
standards  in  1973,  measured  by  real 
income,  were  ten  times  greater  than 
they  were  a  cenwry  earlier.  At  the 
current  anaemic  growth  rate  of  3 
percent  per  year  between  1973  and 
1993,  it  will  take  another  fifrs-five 


Stemming  the  erosion 
of  US  competitiveness 
lies  with  reversing 
recent  trends  in  long- 
run  economic 
fundamentals. 
Although  the  current 
economic  recovery 
does  not  in  itself 
achieve  this,  it  does 
provide  an  excellent 
opportunity  to  act 
decisively  in  shifting 
national  priorities 
toward  investing  in 
human  and  physical.  ^ 
capital." 
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years,  until  the  year  2050,  to  double 
current  incomes.  The  key  to  stem- 
ming the  erosion  of  US  competi- 
tiveness lies  «ith  reversing  recent 
trends  in  long-run  economic  funda- 
mentals, .although  the  current  eco- 
nomic reco\er\-  does  not  in  itself 
achie\e  this,  it  does  provide  an 
excellent  opportunit)'  to  act  deci- 
sively in  shifting  national  priorities 
toward  investing  in  human  and 
ph\-sical  capital.  It  is  preciselv  dur- 
ing rimes  of  economic  growth  that 
we  should  begin  saving  and  invest- 
ing for  the  future. 


The  Council's  Role 

The  Compennveness  Polio- 
Council  was  established  by 
Congress  in  1 988  to  address  the 
long  run  decline  in  the  nation's 
standard  of  living.  The  Council 


brings  together  representatives  of 
business,  government,  labor,  and 
the  public —  both  Democrats  and 
Republicans  —  to  anal)'ze  the  caus- 
es of  the  erosion  in  our  competitive- 
ness and  to  make  recommendations 
to  reverse  this  trend.  In  its  First 
Report  to  the  President  and  Con- 
gress, issued  in  1992,  the  Council 
stated  that  ".America's  economic 
competitiveness  ...  is  eroding  slow  ly 
but  steadily  in  spite  of  the  fact  that 
the  United  States  continues  to 
maintain  the  highest  living  stan- 
dards and  levels  of  productiWtv'  in 
the  world."  In  its  initial  report,  the 
Council  identified  si.\  issues  relating 
to  improving  US  competitiveness 
deserving  of  prioritv^  attention:  sav- 
ing and  investment,  education, 
technologv'.  corporate  governance 
and  financial  markets,  health  care 
costs  and  trade  policy.  In  1993,  the 
Council  presented  detailed  recom- 


mendations in  each  of  these  areas. 
Many  of  these  recommendations, 
especially  in  the  areas  of  technolo- 
gy, trade  policy,  education  and 
worker  training,  have  alreadv  been 
adopted  by  the  Clinton  .\dministra- 
tion  and  enacted  by  the  Congress. 
This  year's  report  focuses  on  the 
implications  for  America's  competi- 
tiveness of  health  care  reform, 
public  investment  in  technology', 
education,  training,  and  infrastruc- 
ture and  trade  policy.  This  report 
also  outiines  our  recommendations 
on  investment  budgeting  and  our 
current  work  program  in  the  areas 
of  capital  allocation  and  social  issues. 
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Health  Care 
Reform  and  US 
Competitiveness 


As  a  sector  responsible  for  14  percent  of  GDP,  health 
care  influences  every'  aspect  of  the  US  economy. 
Accordingly,  in  its  First  Report,  the  Coimcil  identi- 
fied health  care  reform  as  an  area  deserving  priority  attention. 
Because  of  its  enormous  and  growing  impact  on  the  economy 
and  the  federal  budget,  the  Council  concluded  that  the  "nation- 
al objective  should  be  the  achievement  of  world-class  health 
care  for  all  Americans  at  a  cost  to  the  economy  that  is  compa- 
rable to  other  major  industrial  countries."'  Given  the  rapidly 
shifting  nature  of  the  policy  discussion,  the  Coimcil  decided  to 
defer  its  consideration  until  the  Administration's  reform  pro- 
posal and  other  detailed  proposals  were  was  presented  for 
poUcy  debate.  * 
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The  Council  is  interested  in  the 
impact  of  health  care  reform  on  the 
economy  as  a  whole  as  well  as  on 
the  labor  market,  the  trade  balance, 
and  particular  industries.  Each  of 
these  is  discussed  below.' 


Health  Care  and  the 
Economy 

Health  care  costs  in  the  United 
States  are  higher  and  are  ris- 
ing more  rapidly  than  in  all  of  our 
major  trading  partners.  Unfortu- 
nately, there  is  no  evidence  that  our 
citizens  are  commensurately  health- 
ier. Although  there  is  no  apparent 
relationship  between  health  care 
expenditures  and  predicted  life 
expectancy  among  the  industriahzed 
countries,  the  United  States  is  a 
clear  outher  with  extremely  high 
health  care  expenditures  and  lower 
than  average  predicted  life 
expectancy.' 

This  leads  the  Council  to  believe 
that  health  care  costs  are  divertmg 
resources  from  other  parts  of  the 
private  economy  where  they  could 
be  used  more  productively  and 
thereby  improve  the  overall  com- 
petitiveness of  the  country.  In  the 
absence  of  reform,  the  health  share 
of  GDP  is  projected  to  rise  from  its 
current  1 4  percent  level  to  around 
17  percent  in  2000.  None  of  the 
reform  proposals  being  discussed, 
including  the  Administration's, 


promise  to  freeze  the  current  share 
of  GDP  devoted  to  health  care. 
They  would  only  slow  the  rate  of 
growth  beginnmg  in  2000,  resulting 
in  a  lower  health  share  of  GDP 
after  2000  than  would  occur  under 
present  law.  This  would  be  a  signifi- 
cant achievement,  but  the  Council 
believes  that  the  nation  may  eventu- 
ally have  to  aim  to  reduce  the  share 
of  GDP  devoted  to  health  care.  In 
addition,  all  budget  estimates  on 
health  care  reform  are  subject  to  a 
great  degree  of  uncertainty. 

Evaluating  the  impact  of  health 
care  reform  requires  a  consideration 
of  both  the  short  term  and  the  long 
term.  In  the  short  term,  the  federal 
deficit  is  likely  to  rise  shghdy  higher 
with  reform  than  it  would  under  cur- 
rent law.  This  could  further  reduce 
national  sanng.  In  the  long  run  (after 
2004),  the  vanous  plans  bemg  dis- 
cussed aim  to  reduce  the  federal 
deficit  below  the  current-law  base- 
line and  contribute  to  raising  nation- 
al saving  and  investment.  As  we 
stated  in  our  First  and  Second 
Reports,  federal  policy  often  has  a 
built-in  bias  against  long  run  consid- 
erations. For  health  care  reform,  we 
believe  that  the  proper  target  is  get- 
ting control  of  the  system's  costs  over 
the  long  run.  TTierefore.  in  compar- 
ing reform  alternatives.  Congress  and 
the  American  people  should  give 
more  weight  to  the  long  term  deficit 
implications  than  to  the  impact  on 
the  deficit  over  the  ne.\t  few  years. 


If  health  care  costs  were  frozen  at 
approximately  the  current  level  of 
spendmg,  averting  a  projected 
increase  to  16  percent  of  GDP  by 
1997,  $12.5  billion  (in  1997  dollars) 
could  be  redeployed  to  non-health 
purposes.  Such  a  reduction  in  pro- 
jected health  care  spending  would 
not  change  national  income  but  the 
"reform  dividend"  could  have  a  sig- 
nificant positive  effect  on  competi- 
tiveness, depending  on  the  extent  to 
which  the  freed-up  resources  were 
reallocated  to  productivity-enhanc- 
ing investment.  Companies  could 
invest  some  of  their  reform  divi- 
dend in  research,  while  individuals 
could  devote  some  of  their  ensuing 
higher  wages  to  personal  saving. 
The  reduction  in  the  share  of 
employee  compensation  attributed 
to  health  care  could  be  matched  by 
an  increase  in  the  share  going  to 
pensions,  fiirther  increasing  nation- 
al saving.  Lower  federal  spending 
on  health  could  enable  the  federal 
government  to  reduce  the  deficit, 
leading  to  a  further  improvement  in 
national  saving.  Lower  health  care 
costs  could  also  make  the  United 
States  more  attractive  to  job-creat- 
ing foreign  investors.' 

In  the  absence  of  changes  in  indi- 
vidual sa\ing,  business  invesDnent, 
or  government  dissaving,  large 
effects  on  competitiveness  cannot 
be  anticipated.  But  the  way  in  which 
the  reform  is  carried  out  could  lead 
to  some  effects  on  competitiveness. 
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Given  the  large  size  of  the  health 
care  sector,  even  small  effects  can  be 
significant  when  amplified  across 
the  economy. 


Health  Care  and  the 
Labor  Market 

The  biggest  stake  workers  have 
in  health  care  reform  is  in 
gaining  access  to  qualitj'  health  care. 
There  is  enormous  benefit  to  such 
health  security-,  both  to  workers  and 
to  the  long-term  efficienci,-  and  flex- 
ihilit)-  of  the  US  economy  as  a  result 
of  the  greater  mobilin,-  of  workers 
no  longer  dependent  on  their  cur- 
rent employers  for  health  care  ben- 
efits. The  Administration  and 
Congress  need  to  ensure  that  any 
further  health  insurance  subsidies 
provided  for  low-income  individuals 
do  not  create  new  disincentives  pre- 
venting the  poor  from  taking  jobs. 

If  the  rate  of  increase  in  total 
health  costs  is  reined  in,  workers 
will  also  benefit  as  consumers. 
Health  care  reform  may  also  permit 
unionized  workers  and  management 
to  shift  their  focus  to  other  work- 
place issues;  disputes  over  health 
care  benefits  have  been  a  leading 
cause  of  labor-management  disputes 
and  strikes. 

Most  analysts  now  agree  that  the 
burden  of  the  current  employer- 
based  health  care  svsteni  is  borne 
primarily  by  workers  in  the  form  of 


lower  wages.  Increases  in  health 
care  costs  in  recent  years  have  eaten 
into  employee  wages  and  other  ben- 
efits.' In  fact,  rising  health  care  costs 
in  recent  years  may  help  e.vplain 
some  of  the  decline  in  real  wages 
over  the  same  penod.  Had  emplov- 
er  spending  on  health  care  been 
considered  as  "imputed  income." 
the  fall  in  cash  earnings  would  not 
have  been  as  steep.  [Figure  6] 
In  addition  to  its  impact  on 
wages,  the  current  health  care  sys- 
tem has  contributed  to  a  two-tier 
job  market.  While  employers  are 
not  currently  required  to  provide 
health  insurance,  manv  do.  To 
avoid  incurring  greater  costs, 
employers  sometimes  hire  new 
workers  as  temporaries  or  via  tem- 
porar^•  w  orker  senices  to  av  oid 
incurring  current  and  future  health 
care  obligations.  The  increased  use 
of  temporary  workers  can  be  a 
result  of  many  factors,  such  as 
industry  restructuring,  a  desire  for 
more  flexible  work  teams  or  the 
choice  of  individuals  who  do  not 
wish  to  work  full  dme.  But  to  the 
extent  that  health  insurance  plays  a 
role,  the  reliance  on  temporarv 
workers  is  a  negative  factor  for  the 
labor  market  as  a  whole.  In  addition 
to  working  w  ith  little  security  and 
few  benefits,  temporary  vvorkers 
often  do  not  receive  adequate  train- 
ing, are  not  fully  integrated  into  the 
workplace,  and  therefore  are  not 
able  to  contribute  fullv.  .A  national 
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workplace  distorted  by  the  health 
insurance  system  cannot  meet  high 
performance  standards. 

The  health  care  sv'stem  may  also 
e.xacerbate  problems  with  the  cur- 
rent welfare  sv-stem.  Under  the 
existing  system,  some  low-mcome 
individuals  may  face  a  perverse  dis- 
incentive, preventing  them  from 
taking  a  job  lest  they  lose  their 
Medicaid  benefits,  .\ccording  to  the 
CBO,  the  .Administration's  proposal 
is  projected  to  increase  the  labor 
force  pamcipation  of  welfare  recipi- 
ents. Such  a  "liberating"  effect 
could  assist  in  the  welfare  reform 
process.  On  the  other  hand,  an 
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emploxer  mandate,  by  raising  labor 
costs  (at  least  temporarih),  could 
reduce  the  demand  for  workers. 

The  current  health  s\stem  causes 
large  cost  shitting.  The  firms  that 
provide  health  insurance  pay  not 
only  for  their  workers,  but  often 
also  for  spouses  working  elsewhere 
without  health  insurance.  In  addi- 
tion, small  companies  that  proxide 
insurance  may  pay  ver)-  high  rates 
due  to  the  absence  of  communit) 
rating.  Both  forms  of  cost  shifting 
may  diston  competitiveness  in 
favor  of  firms  that  do  not  pay 
health  care  costs.  Thus,  the  current 
situation  is  unsustainable. 

Reform  of  the  magnitude  need- 
ed will  certainly  have  an  impact  op 
health  care-related  industries,  for 
example,  the  health  care  equip- 
ment and  pharmaceutical  indus- 
tries, which  are  among  the 
strongest  export  industries.  The 
Council  believes  that  the  competi- 
tiveness impact  of  systemic  reform 
on  the  health  care  industry  should 
also  be  considered. 


Health  Care  and 
International  Trade 

The  effect  of  health  care  reform 
on  international  trade  will 
occur  mainly  through  its  effect  on 
federal  spending  and  national  sav- 
ing. If  health  reform  prevents  the 
budget  deficit  from  rising  in  foture 


\ears.  that  will  boost  saving  and 
should  improve  the  balance  of 
trade.  If,  as  analysis  suggests, 
increases  in  health  care  costs  are 
borne  primarily  by  workers,  then 
US  exports  do  not  earn,'  a  higher 
price  due  to  health  care  costs.' 

In  addition  to  any  overall  effect 
on  the  trade  deficit,  the  composi- 
tion of  the  economy  and  trade  could 
change  under  reform.  The  present 
s\stem  of  rising,  uncontrolled 
health  care  costs  falls  most  heavily 
on  large  firms,  many  of  which  are 
strong  exporters.  Industries  such  as 
mining,  primary  metal,  transport 
equipment,  chemical  products  and 
petroleum  products  spend  more 
than  twice  the  national  average  of 
health  care  costs  per  worker.'" 
Reform  of  our  current  health  care 
sj'stem  could  help  ease  the  burden 
being  placed  on  these  industries. 

.Most  of  the  cost  savings  resulting 
from  reform  are  concentrated  in  the 
top  twenty  export  industries,  where 
firms  could  gain  an  average  of  $439 
per  worker.  .Manufacturers  that  cur- 
rendy  offer  insurance  would  gain  an 
average  of  $263  per  worker,  as  many 
of  these  industries  already  provide 
health  care  coverage  both  to  their 
own  workers  and  to  their  workers' 
relatives  who  are  not  covered  by 
smaller  employers.  .Manufacturing 
firms  which  do  not  currently  insure 
their  workers  will  have  to  pay  an 
additional  $1,726  per  worker.  This 
is  compared  to  the  average  net  cost 


per  worker  for  all  firms,  which  is 
estimated  to  be  $319."  It  is  not 
clear  what  effect  health  reform  will 
have  on  health-care  related  export 
industries  such  as  equipment  and 
pharmaceuticals  which  may  benefit 
from  the  increasing  spending  on 
health  services  and  may  be  hun  by 
utilization  controls.  Import-sensi- 
tive industries  are  expected  to  expe- 
rience a  modest  cost  saving  under 
the  .Administration's  plan.  [Figure  7] 


Figure  7 
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Council's  Observations 

Although  the  (>»uncil  has  not 
taken  a  position  on  pending 
health  care  bills,  there  are  several 
points  that  it  w  ants  to  make  aliout 
the  current  debate. 

First,  the  Ojuncil  supports  the 
availabilit}-  of  affordable  high  ()uali- 
t)  medical  services  for  all  Ameri- 
cans. The  current  system  whereby 
some  people  cannot  obtain  coverage 
has  negati\e  economic,  health,  and 
social  implications.  .Any  serious 
health  care  reform  must  address  the 
problem  of  cost  shiftmg  and  aim 
toward  a  more  equitable  distribu- 
tion of  the  costs  of  pnividing  health 
care  for  all  our  citizens. 

Second,  many  of  the  reform  pro- 
posals, including  the  Administra- 
tion's, are  |)rojecle<l  to  achieve  a 
lower  growth  path  of  feileral  health 
s|)ending  in  the  long-mn  fclespiie  a 
higher  path  in  the  short  run^  than  the 
current  course,  (^ost  coniainineni 
through  efficiency  gains  and  true  ojst 
reductions,  while  preserving  the  abil- 
ity of  the  industry  to  continue  inno- 
vating, is  key  t<j  insuring  that  relonii 
does  not  come  at  the  ex|)ense  of  our 
com|)etilivenc-ss.  By  lietter  control- 
ling the  share  of  g'lvemiiient  s))en<l- 
ing  going  to  health,  tJie  refonii 
would  free  up  public  rev)urces  for 
ijii|Kirtant  public  investincnts  ami/or 
lowering  the  tederjl  deficit,  l-.iiherol 
tliese  outcomes  would  contribute  to 
.'\iiienc-an  coin|>etitiveness. 


Third,  the  current  health  care 
system  is  not  a  static  entity,  'loo 
many  analysts  assume  that  the  fea- 
tures that  they  like  about  the  cur- 
rent system  are  fixed  and  therefore 
find  fault  with  some  features  of  the 
.Administration's  reform  model.  The 
public  should  compare  the  various 
reform  plans  not  to  the  current  sys- 
tem but  rather  to  what  the  current 
system  will  evolve  into  if  left 
unmanaged.  The  problem  rif  med- 
ical overspending  and  inflation  is  a 
natifjnal  problem  requiring  a 
national  srjlulifin.  At  jiresent, 
employers  who  do  provide  health 
insurance  have  to  spend  an  inordi- 
nate amount  of  time  trying  to 
reduce  their  costs  to  the  extent  pos- 
sible." .Many  employers  have  cut 
back  health  services  and  without 
reform  more  will  do  so.  The  (>>un- 
cil  does  not  believe  that  the  present 
sysleiii  can  cure  itsell  without 
changes  in  the  law. 

J-oiirth,  the  Onincil  li:is  adopied 
no  position  on  whether  employers 
should  be  re(iiiired  lo  pay  a  portion 
of  wages  or  salaries  in  the  lonii  o( 
health  care,  but  we  are  very  troii- 
bleil  with  the  current  system  where- 
by some  employers  proviile  health 
care  and  others  ilo  not.  I  Ins  leails 
to  distortions  in  our  labor  markets, 
the  structure  cif  our  economy,  ami 
our  medical  system.  Ulliiiiately  it  is 
the  worker  wli<i  pays  lor  most  of  the 
health  care  system,  through  lower 
wages  and  the  ipialily  o)  health  care 


Lealth  care 
costs  are  diverti:\g 
resources  from  other 
parts  of  the  private 
economy  where  they 
could  be  used  more 
productively  and 
thereby  improve  the 
overall  competi- 
tiveness of  the 
country." 
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received,  and  thus  the  competitive- 
ness concerns  over  an  emplo)er 
mandate  may  be  exaggerated." 
Many  of  the  large  companies 
inxolved  in  the  tradeable  goods  sec- 
tor are  already  providing  health  care 
to  their  employees.  .An  employer 
mandate  would  not  hurt  these  com- 
panies; indeed  it  might  help  iron 
out  some  of  the  distortions  which 
disadvantage  these  compaiues  and 
ma\'  reduce  future  costs  of  provid- 
ing health  care  insurance.''' 

.Mandating  firms  which  do  not 
currently  provide  health  care  cov- 
erage may  result  in  some  short-run 
effects  for  these  firms,  but  these 
can  be  softened  in  a  variet)  of 
ways.  Thus,  the  Council  believes 
that  the  proposal  for  an  employer 
mandate  should  be  decided  on 


other  grounds  such  as  practicalit)', 
equity-,  ease  of  administration,  and 
most  importantly,  its  contribution 
to  improving  productivity  and  US 
living  standards.  .\n  employer  man- 
date should  not  necessarily  hurt  our 
firms  as  they  compete  in  interna- 
tional markets. 

Fifth,  the  Council  is  concerned 
about  proposals  which  would  treat 
small  and  large  firms  differently. 
Government  policies  should  a\oid 
creating  incentives  for  firms  to  be 
small,  stay  small  or  become  small. 
Of  course,  the  current  system  puts 
many  small  firms  that  provide 
health  benefits  at  a  disadvantage  rel- 
ative to  larger  firms  because  the 
costs  per  worker  are  disproportion- 
ately large  due  to  the  absence  of 
large  group  rates. 


Sixth,  the  Council  believes  that 
whatever  financing  sv'stem  is  cho- 
sen should  attempt  to  improve 
access  and  utilization  of  preventa- 
tive health  care  services.  By 
emploWng  more  cost  effective  pre- 
ventative measures,  we  can  avoid 
higher  costs  of  treating  illnesses.  In 
spite  of  this,  childhood  immuniza- 
tion rates  for  certain  diseases  have 
actually  fallen  in  recent  years.  .A 
significant  pan  of  our  current 
health  care  expenditures  are  direct- 
ly affected  bv'  drug  abuse,  smoking, 
violence,  .\IDS,  teen-age  pregnan- 
cies, premature  births  and  other 
life-style  and  behavioral  issues. 
Ultimately,  preventative  health 
measures  can  go  a  long  w  ay  toward 
achieving  the  difficult  goal  of 
containing  costs. 
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Education  and 
Training 


The  US  economy  has  proven  to  be  significantly  more 
successful  than  other  industrialized  countries  in  creat- 
ing jobs.  The  United  States  created  over  40  million 
jobs  over  the  past  twenty  years.  Most  of  these  new  jobs  were 
filled  by  new  entrants  into  the  labor  force,  including  women, 
immigrants  and  members  of  the  baby-boom  generation. 
This  enomious  grouth  in  jobs  was  also  accompanied  b\'  changes 
in  the  composition  and  structure  of  employment  in  the  United 
States.  Virtually  all  of  the  new  jobs  created  over  the  last  twent}' 
years  were  in  the  ser\ice  sector  (96  percent).  In  fact,  employ- 
ment in  the  service  sector  almost  doubled  from  47  million 
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in  1970  to  HS  million  in  1993, 
while  manufacturing  employment 
declined  from  19.4  million  to  17.7 
million  over  the  same  period.  At 
the  same  time  that  the  economy 
was  creating  jobs  in  order  to 
absorb  these  new  entrants  into  the 
labor  market,  real  wages  for  pro- 
duction workers  actually  declined. 
Real  average  wages  were  $2.S4.66 
per  week  in  1993,  24  percent 
below  their  1973  level  of  $315.38 
per  year." 

The  United  States  has  an  en\-i- 
able  track  record  in  job  creation  and 
absorbing  new  entrants  into  the 
labor  force.  But  the  economy  has 
difficultv-  assisting  people  move 
from  one  job  to  another.  Structural 
change,  defense  conversion,  and 

Figure  8 
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trade  liberalization  have  resulted  in 
large  numbers  of  dislocated  workers 
over  the  past  t\vo  decades.  The  high 
cost  of  mo\ing  these  workers  into 
more  productive  anil  growing  sec- 
tors in  the  econom)  places  large 
burdens  on  workers  and  communi- 
ties. \  flexible  labor  market  benefits 
the  economy  as  a  whole,  but  we 
cannot  ignore  the  cost,s  which  may 
result  from  such  fle.vibilit)'.  The 
challenge  is  to  preserve  the  bene- 
fits for  the  many  without  ignoring 
the  costs  to  the  few.  If  our  aim  is 
to  improve  the  living  standards,  we 
must  be  concerned  with  the  quali- 
ty, as  well  as  the  quantity,  of  the 
jobs  we  create.  In  addition  to  cre- 
ating high  productivity,  high 
income  jobs,  we  must  also  make 
the  proper  investment  to  prepare 
our  workers  so  that  they  can  per- 
form well  in  them. 

The  Council  made  a  series  of 
recommendations  in  its  1993 
Report  to  improve  the  competitive- 
ness of  the  L'S  labor  market  within 
the  context  of  a  system  of  life-long 
learning.  There  are  four  major 
aspects:  basic  education,  school-to- 
work  transition,  active  worker 
training  and  reemplo^Tnent  of  dis- 
located workers.  Each  builds  upon 
the  others.  Our  abilit)'  to  train  stu- 
dents and  workers  for  high  skilled 
jobs  depends  on  a  solid  foundation 
of  basic  education.  Devoting  addi- 
tional resources  to  worker  training 
will  only  be  effectacious  if  we 


improve  the  quality  of  our  basic 
education  system. 


Basic  Education 

President  Clinton  recently  signed 
Goals  2000:  Educate  .America 
.■\ct,  which  establishes  eight  national 
education  goals  (see  box)  and  a 
process  for  stimulating  the  nation, 
states  and  localities  to  achieve  these 
goals.  The  .'Kct  codifies  a  bipartisan 
National  Educational  Goals  Panel 
(NEGP)  responsible  for  building  a 
national  consensus  for  improvement 
in  education,  reporting  on  progress 
made  in  reaching  the  goals,  and 
reviewing  standards  and  assessment 
criteria.  It  also  estabhshes  a  Nation- 
al Education  Standards  and 
Improvement  Council  (NESIC) 
responsible  for  certifying  national 
content,  student  performance  and 
opportunity-to-leam  standards.  All 
these  standards  are  voluntar)';  states 
may  adopt  NESIC-certified  stan- 
dards, submit  their  owti  standards 
for  certification,  or  choose  not  to 
submit  their  standards  to  the 
NESIC.  However,  in  order  to 
receive  some  of  the  $400  million  in 
Goals  2000  school  improvement 
funds,  states  must  submit  plans  to 
the  Secretary  of  Education  that 
address  content  and  student  perfor- 
mance standards  and  opportunit)-- 
to-leam  strategies  based  on  those 
standards. 
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.'Mso  included  in  the  Aci  is  the 
creation  ot  a  National  Skill  Stan- 
dards Board  made  up  oi  business, 
lahor,  education  and  training,  gov- 
ernment and  conununity  represen- 
tatives. This  Board  is  charged  w  ith 
developing  a  tramework  lor  a 
national  system  of  volimtary  stan- 
dards for  the  knowledge  and  skills 
needed  to  |)ertorm  successf\dl)  in 
the  workplace. 

As  we  noted  in  our  Second 
Kei)ort,  improving  the  education 
system  nuist  hegin  with  the  estah- 
lishineni  of  rigorous  standards  tor 

Itational  Education  Goals 


what  sfiKlcnts  should  know  and  he 
alile  to  do  as  a  result  ot  their 
schooling  —  standarils  tor  acatlem- 
ic  content  and  student  perfor- 
mance.  The  Oouncil  thcretorc 
applauds  passage  ot  (loals  2()()()  in 
accnrilance  with  the  recommenda- 
tion included  in  its  Second  Report. 
Ivxpeclations  must  change  trom 
minimum  competency  to  high 
achievement  hoth  for  students  who 
go  on  to  college  and  tor  those  who 
go  directly  to  work.  We  stronglj 
urge  all  states  and  local  school  dis- 
tricts to  ado|)t  the  National  I'lluca 


Goals  2000  had  its  oriflins  In  a  meeting  of  the  nation's  govomors  convened  In 
September  1989.  In  March  1990,  President  Bush  and  the  governors  announced 
eight  education  goals  for  the  year  2000  and  created  an  Education  Goals  Panel  to 
develop  indicators  for  measuring  progress  and  Issue  an  annual  raport  card  on  the 
nation's  progress  in  meeting  the  goals.  The  eight  national  education  goals  Included 
in  the  bill  signed  by  President  Clinton  prescribe  that  by  2000: 

9     All  children  will  start  school  ready  to  learn. 

•  At  least  90  percent  of  students  wIP  finish  high  school. 

o  Students  will  leave  grades  four,  eight  and  twelve  wlt^  demonstrated 
competence  In  English,  math,  science,  foreign  languages,  civics  and 
government,  economics,  arts,  history  and  geography. 

•  Teachers  will  have  access  to  programs  for  the  continued  improvement  of 
their  sidlls. 

•  The  United  States  will  be  first  In  the  world  In  math  and  science  achieve- 
ment. 

•  Every  adult  will  be  literate  and  possess  the  sltliis  to  compete  In  a 
global  economy. 

•  Every  school  will  be  free  of  drugs  and  violence. 

•  Every  school  will  promote  Involvement  of  parents  In  their  children's 
education. 


tion  (I'oals  and  to  use  them  as  the 
hasis  tor  curriculum  and  assess- 
ment, texthook  and  other  materi- 
als ailoption,  teacher  licensing  and 
professional  development  reipiire- 
ments  and  accountahility  systems. 

W'c  also  strongly  urge  that 
Ni'.SK'  adopt  a  rigorous  staiulards- 
ccrtitlcation  process,  that  states 
either  adopt  those  standards  or  siih- 
mit  their  own  standards  to  NKSIC^, 
and  that  the  ipiality  of  this  process 
and  its  eltects  on  improving  eiKica- 
lion  l)c  monitored. 


School-to-Work 

PiiMilciu  C  Jmuiii  also  rctvnlly 
sit^ncd  lilt-  Stho(»l-io-\\"ork 

<  >[»jH)rumilics  \rl,  which  rcllccls 
many  I't  tlic  ( iomitirs  rcoiinmciula- 
Moiis  in  ihis  area.   I  Ik"  Act  |H<>\iilt*s 
SiOOinilhon  in  \-\  IWS  assccil 
iiKHifN  to  stiUfs  ami  local  slIiooI 
sv^tciUN  lo  (.lc\clo|>  sclniol-io-work 
irarisilion  pro-ams.  Ainicil  snuarc 
1\  .11  itvlainimt;  ihc  "lori^oiic-n  half 

<  tl  Xmk!  itan  \oiilh  who  tlo  nol  go 
nil  lo  collc-j^f  |I'imiiv  S|.  I  he  inilia- 
ii\(.-  inihulcN  main  ot  the  t-lcnunis 
ihal  llu- (  j>iiiu'il  ivt  oniMKiukd  as 
rs-vi-nlial  coniponenls:  nictUorship 
aiitl  |ohs  pnixideil  l>\  emplo)  crs; 
mii.|;ialiou  oi  aLaikinic  ami  voia- 
iional  learning;  |iro\  ision  4)1  wa^cs 
lo  pioteii  againsi  cxploiiation  ot 

iiiiliiu  woikeis;  ami  pro\  ision  ot 
>  rrlitualL-s  ol  iki  iip.idon.il  skill 
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master)'  upon  completion.  Partic- 
ularly gratifying  is  the  spread  of 
interest  in  this  program  cm  the 
part  of  an  increasing  number  of 
stales  which  are  developing  their 
own  approaches,  including 
apprenticeships,  tech-prep  educa- 
tion, cooperative  education,  and 
career  academies.  The  Council 
applauds  the  cooperative  efforts  of 
the  Departments  of  Labor  and 
Education  in  making  SlOO  million 
in  funds  available  this  fiscal  year 
for  the  program  and  in  working 
cooperatively  to  move  this  initia- 
tive forward. 


Training 

Acnve  worker  training  is  the  one 
area  within  labor  market  poli- 
cies in  which  the  United  States  lags 
behind  and  there  has  been  no 
progress.  [Figure  9]  During  the 
campaign.  President  Clinton  sug- 
gested a  "play  or  pay"  scheme, 
which  would  have  required  firms  to 
spend  at  least  1.5  percent  of  pajToll 
on  training  of  active  workers,  or  else 
pav  that  amount  into  a  government 
training  fund.  Concern  from  the 
business  community  caused  the 
.\dministration  to  back  off  from  this 
proposal.  In  its  Second  Report,  the 
Council  recommended  that  the 
government  encourage  firms  to 
increase  job-related  training 
through  grants,  tax  credits  or  pay 


Figure  9 
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roll  requirements.  The  .Administra- 
tion has  not  yet  put  forw  ard  its  pro- 
posal to  promote  greater  job-based 
training,  and  the  Council  encour- 
ages it  to  do  so  soon. 


Reemployment  of 
Dislocated  Workers 

The  .Administration  recently 
proposed  to  overhaul  the 
nation's  programs  for  dislocated 
workers.  This  proposal,  incorporat- 
ed in  the  ReeniplojTnent  .Act  of 
1994,  makes  several  innovations  in 
the  confusing  web  of  current  labor 
programs.  First  and  foremost,  the 
Administration  proposes  a  single 


program  tor  all  workers,  regardless 
of  the  cause  of  their  dislocation. 
Second,  the  new  program  would 
expand  the  opportunities  available 
to  dislocated  workers  to  improve 
their  skills  and  find  new  jobs.  Indi- 
viduals could  participate  in  long- 
term  meaningful  training  and 
receive  income  support  for  up  to 
two  years  while  they  are  enrolled  in 
training.  The  .Administration  also 
wants  to  create  a  system  of  "one- 
stop"  centers  for  providing  services 
and  improve  the  collection  and  dis- 
semination of  labor  market  infor- 
mation to  make  it  easier  for  people 
to  find  new  jobs. 

The  Council  supports  the 
.Administration's  efforts  to  improve 
government  programs  designed  to 
help  workers  adjust  to  the  new  eco- 
nomic realities.  The  Council  also 
has  several  concerns  in  light  of  the 
.Administration's  proposal. 

The  ReemplovTnent  Act  aims  to 
eventually  terminate  Trade  Adjust- 
ment .Assistance  (TAA),  a  program 
dating  back  to  1962,  aimed  at  assist- 
ing those  workers  who  lose  their 
jobs  due  to  trade.  While  there  are 
strong  arguments  in  favor  of  main- 
taining a  program  tailored  for 
trade-impacted  workers,  the  major 
objection  in  rolling  this  program 
into  a  general  program  is  that  it 
would  result  in  a  net  reduction  of 
benefits  prox ided  for  those  workers. 

A  core  issue  in  the  debate  over 
dislocated  worker  programs  is 
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wlietlier  these  programs  sHouIlI  pni- 
viile  irihininteeil  lienefits  (an  enritle- 
inent)  or  have  spending  limits. 
Ourrenth.  TAA  is  an  entitlement 
anil  general  assistanec  tor  all  ilislo- 
eateil  workers  (uMiler  the  Feonomie 
Disloeateel  Worker  .Vljusniieni 
Assistanee  program)  has  .1  spemling 
cap.  riie  AilTninistration  has 
attempteil  to  make  some  in-roaJs  111 
ihis  ileliaie.  Cn  the  one  haiul,  the 
\ilmimstration  is  eoneenieil  that  the 
iliialit\  ot  henetlts  max  he  eompro- 
misecl  miller  striet  spemlmg  linnts. 
On  the  other  lianil.  the  Vlmlm^tra- 
Ihiii  reall/e^  ih.il  longer  naimng  anil 
iniome  mamtenance  lor  those  m 
training  are  eriiieal  to  promote  seri- 
ous ailiiisinKiii    The  l\eemplo\ment 


Act  proposes  ineonie  support  tor 
those  tmilertaking  training,  hut  does 
not  go  tar  enough  in  ensurmg  ade- 
ijuate  lienefits  for  i/// «  orkers  in 
need.  Furthermore,  there  is  insutti- 
eient  effort  at  designing  a  seeure 
tunding  liase  to  insure  the  long-tenn 
Maliilit\  ot  the  program. 

Most  people  agree  on  the  impor- 
tanie  ot  training  the  nation's  work- 
toree.  hoth  while  emploxed  .mil 
hetween  lolis.  \et  iliinni;  .1  time  ot 
limited  piihlie  resourees,  there  is 
heightened  a»  areness  ot  the  eosts  ot 
sueli  programs.  We  need  to  lietter 
spend  the  resources  we  eurreiuh 
deiole  to  training  while  at  the  same 
nine  exp.ind  these  programs  lo 
eiiiouraiie  l.ihor  m.irket  tle\ihilu\. 
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Critical 
Teciinologies 


In  its  Second  Report  published  last  year,  the  Council  recom- 
mended that  the  Administration  adopt  a  new  technology 
policy  to  improve  US  competitiveness.  The  main  features  of 
this  policy,  as  developed  by  ovu  Critical  Technologies  Subcoun- 
cil,  chaired  by  Erich  Bloch,  a  former  Director  the  National  Sci- 
ence Foundation,  include: 

■  Moving  $4-7  biUion  per  year  from  defense  R&D  to  civil- 
ian and  dual-use  R&D.  [Figure  10] 

■  Significantly  increase  funding  for  industry-driven  R&D 
programs  (where  industry  shares  in  the  cost  and  sets  the 
direction  of  the  R&D). 
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Civilian/Dual  \ii9  Industrial  Technoiogy  Programs 
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FY95 
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Focusing  federal  procurement 
and  R&D  projects  in  areas 
that  would  help  drive  com- 
mercial technologies,  such  as 
in  defense  procurement  and 
initiatives  to  develop  a 
national  information  infra- 
structure or  intelligent 
vehicle/highway  system. 

Improving  the  financing  of 
the  commercialization  of 
technology. 


■  Improving  the  infrastructure 
for  manufacturing  and  technol- 
ogy commercialization,  includ- 
ing programs  to  help  small 
manufacturers  modernize. 

■  Restructuring  the  priority'  set- 
ting and  management  of  feder- 
al R&D,  and  increasing  private 
sector  input  to  this  process. 

The  Administration  has  begum  to 
implement  a  new  technolog)'  poUcy 
largely  reflecting  the  Council's  rec- 


ommendations. These  steps  are 
promising,  but  many  of  the  changes 
needed  to  develop  an  effective  US 
technology'  policy  are  structural  in 
nature  and  cannot  be  fixed  in  a  sin- 
gle year.  For  our  technolog)'  recom- 
mendations to  accomplish  their 
goals  several  things  must  happen 
over  the  ne.xt  several  years: 

■  Congress  must  appropriate 
funds  for  programmatic 
increases  in  the  President's 
budget  request  in  F\'  1995. 

■  The  work  must  continue,  both, 
in  the  .\dministTation  and  the 
Congress,  in  the  FY  1996  and 
F\'  1997  budgets.  This 
promises  to  become  increas- 
ingly difficult  imder  the  caps  in 
the  budget  agreement. 

■  The  government  and  private 
sector  must  work  together  to 
ensure  that  the  new  and 
expanded  programs  work  as 
intended,  and  that  they  are  eval- 
uated and  modified  as  necessary. 

."Uthough  the  Administration  has 
adopted  an  ambitious  new  approach 
to  managing  its  R&D  budget,  the 
nation  u-ill  not  have  a  well-managed 
R&D  program  imtil  comparable, 
and  more  difficult  steps  are  taken  to 
improve  the  management  of  science 
and  technolog)'  in  the  Congress. 

The  R&D  budget  is  highly  frag- 
mented in  Congress,  divided  among 
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nine  appropriations  subcommittees. 
The  authorizing  committee  that  has 
the  clearest  focus  on  the  R&D  bud- 
get, the  House  Committee  on  Sci- 
ence. Space,  and  Technology, 
authorizes  less  than  30  percent  of 
the  R&D  budget.  This  fragmenta- 
tion makes  it  very  difficult  to  set 
priorities,  especially  for  multi- 
agenc)'  programs. 

In  its  recommendations  last  year, 
the  Council  noted  the  need  to 
establish  a  better  process  in  Con- 
gress to  make  decisions  on  science 
and  technology',  such  as  realigning 

Rgure11 

Composition  of  Federally  Funded 

R&D 


D  other 

n  Industrial  Development  1 

■  Energy 

■  Advancement  of  Knowledge^ 

■  Defense  and  Space 


Japan 


Germany 


1  The  US  spends  0.3  percent  of  its  R&O  on 
industrial  development. 

2  Include;  only  research  lor  the  US.  The  US 
does  not  have  general  university  funds. 
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appropriations  subcommittees  to 
bring  more  key  technology  pro- 
grams under  a  smaller  number  of 
subcommittees,  or  by  establishing  a 
process  by  which  authorizing  and 
appropriating  committees  together 
can  examine  the  whole  R&D  bud- 
get. These  recommendations  are 
increasingly  important. 

The  Council  is  encouraged  by 
the  recent  passage  of  technology 
legislation  by  the  House  and  Sen- 
ate. The  legislation  includes  many 
of  the  Council's  recommendations. 
We  hope  that  Congress  will  act 
prompdy  in  addressing  the  differ- 
ences in  the  two  versions.  The  leg- 
islation would  establish  a  program 
bv  which  the  federal  government 
would  make  loans  to  technology 
development  finance  corporations, 
which  would  then  invest  in  early 
stage  financing  for  new  technology 
ventures.  Although  there  is  support 
for  the  federal  government  helping 
to  correct  market  failures  in  the 
financing  of  technology,  the  Sub- 
coimdl  has  two  concerns  with  the 
specific  proposals. 

First,  the  Subcouncil  believes 
that  although  there  may  be  a  need 
for  increased  early  stage  financing, 
the  main  problem  is  in  later  stage 
financing  for  capital  intensive  pro- 
jects. .\  variety"  of  federal,  state,  and 
private  sources  currendy  provide 
funding  for  early  stage  develop- 
ment, although  more  funds  could 
be  used.  Funding  is  very  Umited, 


.  he  Admini- 
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technology  policy 
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however,  for  capital  intensive  pro- 
jects. Venture  capital  funds  can 
individually  support  ventures  that 
require  $3  to  4  million;  several 
fiinds  working  cooperatively  can 
support  ventures  of  up  to  $30  mil- 
lion. Some  technologies,  however, 
require  significantly  greater 
amounts  of  funding  to  become 
successful,  and  it  is  in  some  of 
these  technologies  (such  as  flat 
panel  displays  or  lithography  for 
semiconductor  manufacturing) 
where  US  industrial  competitive- 
ness is  the  weakest. 

Second,  venture  capital  firms,  as 
currently  structured,  may  have  dif- 
ficulty taking  advantage  of  the  loan 
provisions  in  the  House  version. 
Venture  capital  firms  can  not 
transfer  liabilities  across  invest- 
ment projects,  since  it  would 
expose  the  partners  to  a  Hability 


greater  than  their  investments. 
This  makes  it  particularly  difficult 
for  venture  capital  firms  to  receive 
government  loans.  The  Council 
continues  to  strongly  support 
prompt  final  passage  of  this  legis- 
lation and  hopes  that  the  Depart- 
ment of  Commerce  will  seek 
private  sector  input  as  it  refines 
this  proposal,  as  called  for  in  the 
current  legislation. 

The  federal  government's  role  in 
promoting  research  primarily 
through  the  tax  code  has  been 
recently  supplemented  by  serving  as 
a  more  active  participant  in  promot- 
ing .American  leadership  in  emerg- 
ing technologies.  This  expanded 
role  raises  the  question  of  what  eli- 
gibility criteria  should  govern  par- 
ticipation by  US  and  foreign  firms 
in  federally-funded  technology  pro- 
grams. Presently,  different  federal 


R&D  programs  have  different,  and 
sometimes  ambiguous,  criteria.  In 
actuality,  it  would  be  difficult  to 
develop  a  rigid  set  of  requirements 
applicable  in  everj'  situation.  For 
e.xample,  some  firms  may  perform 
their  R&D  at  home  even  though 
they  manufacture  their  products 
abroad.  It  may  be  counterproduc- 
tive to  deny  such  companies  the 
opportunity'  to  participate  in  feder- 
ally-ftinded  R&D. 

The  Council  has  asked  the  Cnti- 
cal  Technologies  Subcouncil  to  take 
a  careful  look  at  recent  developments 
in  this  area.  The  Subcouncil  is  study- 
ing the  various  criteria  currendy 
being  employed  and  will  recommend 
guidehnes  for  developing  a  coherent 
and  flexible  set  of  criteria  aimed  at 
ma.^dmizing  the  benefit  of  federally- 
funded  technology  programs  to  the 
US  economy. 
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Public 
Infrastructure 


The  devastating  impacts  of  the  earthquake  in  Los  Ange- 
les provide  another  example  of  how  dependent  our 
economy  is  on  the  nation's  infrastructure  and  how 
much  we  take  that  infrastructure  for  granted.  No  more  glaring 
example  of  transportation's  impact  on  the  economy  could  be 
imagined  than  the  collapse  of  the  nation's  busiest  highway,  the 
Santa  Monica  Freeway,  and  the  attendant  losses  related  to 
freight,  commuting,  and  commerce.  The  astonishing  rebuild- 
ing of  the  freeway  in  six  weeks  time  is  testament  to  its 
enormous  role  in  the  region's  economy.  Investment  in  infra- 
strucuire,  which  the  Council  has  strongly  recommended  in  its 
earlier  reports,  is  crucial  to  support  and  enhance  economic 
value,  create  jobs,  and  sustain  the  long-term  competitiveness  of 
the  national  economy. 


>r« 


74 


The  LA  earthquake  showed  in 
the  starkest  of  terms  how  infrastruc- 
ture sen'es  as  an  economic  Ufe-Hne 
linking  communities,  states,  and  the 
nation.  In  light  of  the  central  role 
infrastructure  plays  in  productivity, 
economic  growth,  urban  renewal, 
and  job  creation,  and  in  light  of  the 
overlapping  interests  in  infrastruc- 
ture on  the  part  of  numerous  gov- 
ernment agencies,  the  creation  of  a 
White  House  committee  or  federal 
interagency  task  force  on  infrastruc- 
aire  is  needed  to  coordinate  a 
national  strategy  for  infrastructure 
renewal  and  responses  to  high  pri- 
orit\'  infrastructure  needs. 


Budget  Proposals 

The  Council  is  encouraged  by 
the  positive  attention  given  to 
investment  in  transportation  infra- 
structure in  the  President's  pro- 
posed FY  1995  budget. 
Recognizing  the  importance  of 
public  infrastructure  in  the  nation- 
al economy,  the  budget  requests 
full  funding  of  highway  programs 
at  the  levels  authorized  in  the 
Intermodal  Surface  Transportation 
Efficiency  Act  of  1991  (ISTEA)." 
The  proposed  increase  in  Amtrak's 
capital  improvement  funds  is  also 
long  overdue. 

In  its  Second  Report,  the  Council 
noted  its  concern  with  the  "pork 
barrel"  approach  to  infrastructure 


embodied  in  a  series  of  Congres- 
sionally-mandated  highway  demon- 
stration projects.  These  projects  are 
singled  out  for  special  treatment  by 
federal  officials  and  lawmakers 
rather  than  competing  at  the  state 
level  for  the  limited  resources  avail- 
able. We  are  pleased  therefore  to 
see  the  Administration's  proposed 
rescission  of  frinding  for  these  high- 
way demonstration  projects. 


Financing  Proposal 

Although  the  budget  proposals 
for  F\'  1995  and  beyond  reflect 
a  renewed  attention  to  capital 
investment  in  infrastructure,  the 
increases  are  barely  large  enough  to 
make  a  dent  in  the  decades-old 
deterioration  of  infrastructure. 
Chief  among  these  problems  is  the 
practice  by  state  and  local  officials 
of  deferring  maintenance  on  infra- 
structure to  the  indefinite  future. 
The  practice  is  so  widespread  that 
the  categorv  of  "deferred  mainte- 
nance" has  taken  on  the  connota- 
tion of  an  acmal  program  item  in 
state  and  local  budgets.  But  deferred 
maintenance  is  not  a  program,  it  is  a 
liability,  and  the  public  needs  to  be 
continually  aware  of  the  deferral  of 
its  responsibilities  to  maintain  its 
own  economic  hfelines. 

To  tackle  these  problems  head- 
on,  Edward  Regan,  a  member  of  the 
Competitiveness  Policy  Council 


recently  proposed  a  large,  fiscally 
sound,  public  infrastructure  invest- 
ment program."  The  program  ' 
includes  the  following  components; 

■  .A  one-time  major  upgrading  and 
renovation  of  the  nation's 
deferred  mamtenance  needs,  on 
the  order  of  $80  billion  over  a 
two-year  period. 

■  Creation  of  taxable  state  and 
local  infrastructure  bonds  to 
finance  the  program;  such  bonds 
would  be  able  to  attract  invest- 
ments from  pension  funds  as  well 
as  other  sources. 

■  Federal  subsidies  of  the  interest 
payments  on  these  bonds  over  a 
15-year  period. 

■  Use  of  bond  covenants  that  are 
enforceable  in  the  courts  and  that 
require  preventive  maintenance 
of  the  infrastructure,  thus  locking 
in  the  benefits  of  the  program. 

There  are  several  advantages  of 
this  proposal.  First,  it  concentrates 
on  preventive  maintenance  of  exist- 
ing infrastructure,  a  continuing  pri- 
ority- for  our  nation.  Second,  it 
advocates  pa\-ing  for  long-term 
infrastructure  investment  through 
appropriate  long-term  debt  instru- 
ments, rather  than  through  increases 
in  operating  funds.  Third,  this  pro- 
posal would  only  minimally  impact 
the  federal  deficit.  It  would  require 
state  and  local  governments  to  share 
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in  the  costs,  and  it  would  schedule 
the  federal  share  over  the  useful  life 
of  the  projects.  The  federal  govern- 
ment would  collect  taxes  on  the 
interest  pa\Tnents  on  the  taxable 
bonds,  thus  offsetting  some  of  the 
costs  of  these  interest  paynnents. 
Finally,  the  program  would  create 
tens  of  thousands  of  jobs,  a  highly 
beneficial  public  purpose.  The 
Coimcil  commends  this  proposal  for 
serious  ct)nsideration  on  the  part  of 
Congress  and  the  .Administration. 


National  Transportation 
System 

Congress  has  the  opportunit)'  to 
establish  a  strategic  basis  for  the 
nation's  highway's  antl  transportation 
system  as  a  whole  and  to  link  the 
transportation  system  to  the  goal  of 
impro\'ing  US  competitiveness. 
The  occasion  for  this  is  the  submittal 
by  the  Department  of  Transporta- 
tion in  December  1 993  of  a  pro- 
posed National  Highway  System 
(NHS)  to  Congress  for  review  and 
adoption. '*The  proposed  sv'stem  of 
158,000  miles  of  highways  carries 
over  70  percent  of  the  nation's  com- 
mercial traffic,  and  connects  to  him- 
dreds  of  ports,  airports,  tenninals, 
and  border  crossings. 

In  announcing  the  NHS,  the 
Secretary-  of  Transportation  placed 
it  within  the  context  of  the  develop- 
ment of  a  National  Transportation 


Svstem  intended  to  fully  integrate 
passenger  travel  and  freight  move- 
ment by  air,  rail,  water,  pipeline, 
and  transit. 

Congress  has  until  September  H), 
1 995  to  complete  the  adoption  of 
the  NHS.  In  the  event  that  Con- 
gress does  not  act,  the  Deparnnent 
of  Transportation  will  not  be  able  to 
distribute  FY  1996  funds  in  the 
NTiS  category  and  the  NHS  con- 
cept will  disappear. 

We  urge  Congress  and  the 
Department  of  Transportation  to 
avoid  this  possibility,  and  go  fur- 
ther in  the  direction  of  strengthen- 
ing the  NHS.  This  would  mean 
extending  to  the  NHS  the  high 
safety  and  quality  standards  of  the 
Interstate  system  and  enhancing 
the  abilirv  of  the  NHS  —  and  the 
larger  National  Transportation 
System  —  to  serve  the  nation's 
strategic  competitiveness  interests. 
One  clear  e.vample  of  the  strategic 
directions  to  be  taken  is  the  need 
—  already  identified  by  the 
Department  of  Transportation  — 
to  address  infrastructure  problems 
associated  with  the  movement  of 
international  trade.  Reaping  the 
full  benefits  from  the  commercial 
opportunities  resulting  from  the 
North  .American  Free  Trade 
Agreement,  will  require  improve- 
ments in  waterborne  highway,  avi- 
ation, and  rail  systems  and  their 
multiple  connections  in  order  to 
reduce  border  bottlenecks.  More 
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generally,  the  National  Trans-  portarion  programs  after  ISTEA  modes  but  also  related  communi- 

portation  System  may  become  an  expires  in  1997.  Ultimately  it  cations  systems, 

appropriate  framework  for  the  could  sene  as  a  strategic  basis  for 

reauthorization  of  federal  trans-  integrating  not  only  transportation 
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Trade  Policy 


The  Council  notes  that  many  of  its  specific  recommen- 
dations on  trade  policy  made  in  the  Second  Report 
have  been  implemented  by  the  Administration. 
In  particular,  the  Coimcil  welcomes  the  conclusion  of  the 
Uruguay  Roimd  trade  negotiations  of  the  General  Agreement 
on  Tariffs  and  Trade  (GATT).  Taken  as  a  whole,  the  new  trade 
agreements  and  the  institutional  reforms  in  the  GATT  will  pro- 
vide a  real  economic  stimulus  to  the  United  States  and  all  coun- 
tries which  trade.  The  Administration,  and  in  particular  the 
Commerce  Department,  is  doing  a  good  job  in  coordinating 
export  polic\-.  .Although  there  were  delays  in  making  several 
key  appointments,  the  mechanisms  being  used  —  in  particular 
the  Trade  Promotion  Coordinating  Committee  —  now  seem 
to  be  working  well. 


78-948  0-94-4 


78 


We  commend  the  Administra- 
rion's  recent  decision  to  remove  the 
requirement  for  shipment-by-ship- 
ment advanced  approval  for  virtually 
all  cinlian  telecommunications  and 
computers  exports  to  China  and  the 
countries  of  the  former  Soviet 
Union.  This  action  is  in  accordance 
with  the  Council's  recommendation 
to  remove  unilateral  export  controls. 
We  hope  that  the  .\dministration 
will  continue  working  to  eliminate 
all  remaining  export  disincentives 
and  that  the  Administration  and 
Congress  will  agree  on  reform  and 
rationalization  of  the  Export  Admin- 
istration Act  soon. 

We  note  that  the  Administration 
is  seeking  higher  budget  authorit\' 
for  many  export-related  programs 


and  we  applaud  this  shift  in  priority. 
.\lthough  the  .Administration  does 
not  envision  the  Export-Import 
Bank  program  reaching  as  high  as 
the  $20  billion  level  recommended 
by  the  Council,  the  .Administration 
estimates  that  it  will  increase  from 
S16.7  to  $17.5  billion  in  FY  1995." 
The  Council's  recommendation  for 
a  unified  budget  function  has  not 
yet  been  followed,  but  the  Office  of 
Management  and  Budget  (O.VIB) 
has  put  together  a  table  of  Export- 
Related  Expenditures  (Table  3B-I3 
m  the  F\'  1995  Budget).  We  are 
encouraged  by  the  prospect  that  a 
unified  budget  function  may  be 
employed  in  FY  1996. 

With  regard  to  international 
trade,  the  Council  recommends  the 


following:  First,  we  urge  the 
.Administration  to  submit  the 
GATT  implementing  legislation  as 
soon  as  possible  now  that  the 
G.ATT  .Agreement  has  been  signed. 

Second,  we  urge  the  Congress  to 
renew  the  President's  trade  negoti- 
ating authorit)'  (which  expired  on 
December  1 5)  for  new  multilateral, 
regional  and  bilateral  agreements. 
The  President  should  not  be  handi- 
capped in  foreign  economic  polic)' 
in  a  rapidly  changing  world. 

Third,  we  again  reiterate  the 
importance  of  assuring  a  competi- 
tive exchange  rate  for  the  dollar. 
Maintenance  of  the  recent  apprecia- 
tion of  the  yen  is  an  essential  ele- 
ment in  reducingjapan's  huge  and 
disruptive  global  surplus. 
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Improving  the 
Policy  Process 


In  our  earlier  reports,  the  Council  called  for  more  effective 
approaches  at  the  federal  level  to  design  and  implement  a 
national  competitiveness  strategy.  We  note  that  some 
progress  has  been  made  in  the  past  year,  but  we  believe  that  fur- 
ther steps  are  needed.  This  section  wall  discuss  four  relevant 
areas  in  the  federal  budget  process:  (1)  investment  budgeting; 
(2)  budget  caps;  (3)  competitiveness  impact  statements;  and 
(4)  industry  baselines. 

Investment  Budgeting 

The  federal  budget  process  lacks  any  systematic  way  to  assess  the 
appropriate  trade-off  between  current  consumption  and  invest- 
ment. The  President's  budget  is  put  together  with  recommendations 
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from  each  department.  The  Con- 
gressional budget  committees 
renew  the  budget  according  to 
CBO  function  categories  and  aggre- 
gate oudays  and  deficit.  The  House 
and  Senate  appropriations  commit- 
tees divide  the  budget  up  by  sub- 
committees, usually  along  agency 
lines.  Even  though  the  budget  is 
assembled  in  three  different  ways, 
none  of  these  waj's  direcdy  analyzes 
compositional  issues  such  as  invest- 
ment versus  consiunption. 

In  prior  reports,  the  Council  has 
recommended  that  the  US  govern- 
ment establish  an  investment  bud- 
get to  highlight  the  share  of  federal 
spending  going  to  pubhc  investment 
and  to  permit  careful  consideration 
of  whether  that  share  is  adequate. 
By  an  investment  budget,  the  Coun- 
cil is  not  referring  to  a  capital  bud- 
get that  separates  ph\'sical  capital 
and  credit  flows  from  the  rest  of  the 
budget.  An  investment  budget  is  a 
far  simpler  reform  to  accomplish. 


Defining  Investment 

There  is  no  simple  definition  of 
public  investment.  Generally, 
these  are  government  programs  to 
purchase  goods  and  services  which 
provide  significant  positive  external- 
ities over  a  long  period  of  time." 
Investments  typically  have  lengthy 
payoffs  and  produce  tangible 
results.  They  lengthen  the  produc- 


tive life  or  increase  the  productivity 
of  labor  and/or  capital. 

The  General  .Accounting  Office 
(GAO)  has  suggested  that  any 
investment  budget  should  probably 
exclude  most  defense  expenditures 
(but  include  defense  R&D),  most 
federal  civihan  buildings,  and  major 
equipment  for  carrying  out  federal 
functions.  OMB  has  taken  a  broader 
view  in  its  analysis  of  investment. 
There  will  never  be  complete  agree- 
ment about  the  definition  of  public 
investment.  Since  our  proposal  does 
not  relax  budget  disciplines  (as  a 
capital  budget  might),  there  is  no 
need  for  full  agreement  as  long  as 
the  investment  budget  is  clear  about 
what  it  includes  and  is  consistent 
over  time. 

The  value  of  an  investment  bud- 
get lies  not  only  in  knowing  the 
percent  of  spending  that  goes  for 
investment,  but  also  in  looking  at 
trends  and  using  the  data  to  estab- 
lish investment  targets.  There 
would  also  be  great  benefit  in  esti- 
mating how  much  investment  is 
needed  m  future  years  so  that  the 
US  government  will  be  able  to  con- 
sider in  advance  whether  sufficient 
funding  will  be  available. 

The  Council  strongly  supports 
the  Clinton  Administration  in  its 
efforts  to  increase  federal  invest- 
ment but  we  urge  further  action. 
By  making  the  consideration  of 
investment  an  exphcit  part  of  the 
budget  process,  the  Administration 


can  develop  a  more  coherent 
investment  plan.  By  monitoring 
public  investment  more  transpar- 
entiy,  the  Administration  and  Con- 
gress may  have  an  easier  rime 
persuading  the  public  that  such 
investments  must  be  preserved  and, 
if  possible,  increased. 

For  many  years  the  President's 
budget  has  included  a  breakout  of 
investment  expenditures,  including 
physical  and  non-physical  invest- 
ment, and  both  defense  and  non- 
defense  investment.  But  there  is  no 
evidence  that  this  presentation 
influences  decisionmaking.  It 
appears  that  it  is  put  together  by  the 
OMB  after  all  of  the  individual  bud- 
get decisions  are  made.  No  Con- 
gressional committee  uses  it  for 
pohcy  making.  There  is  htde  public 
attention  to  these  numbers. 

Based  on  OAlB's  categorization, 
of  investment  programs,  the  Coun- 
cil has  examined  federal  investment 
levels  over  the  past  thirty  years. 
[Figure  12]  We  note  that  the  Clin- 
ton Administration's  F\'  1995  bud- 
get does  call  for  an  increase  in 
non-defense  investment  over  last 
year's  level.  But  taking  a  thirty-year 
perspective,  we  find  that  the  share 
of  non-defense  ouda)'S  going  to 
investment  has  steadily  declined.^" 
The  current  level  of  mvestment  is 
down  substantially  from  a  genera- 
tion ago.  Federal  investment 
(including  physical  capital,  research, 
education  and  training)  is  lower 
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Rgure  12 

Composition  of  Federal  Non-Defense  Investment 


1962       1965  1970 
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both  as  a  share  of  non-defense  bud- 
get outla\'s  and  as  a  share  of  GDP.^' 
In  1965,  federal  investment  consti- 
tuted approximately  25  percent  of 
non-defense  outla)'s  and  2.5  percent 
of  GDP.  In  1995,  federal  investment 
is  projected  to  be  approximately  1 1 
percent  of  non-defense  outlays  and 
1.9  percent  of  GDP.  The  Council 
believes  that  we  need  to  increase 
pubhc  investment  in  these  areas,  as 
well  as  make  bener  use  of  the  dol- 
lars we  are  currendy  spending. 

The  Council  has  also  worked 
with  GAO  to  analyze  the  F\'  1995 
budget  based  on  G.'\0's  definition 
of  investment  which  looks  at  federal 
programs  that  lead  to  long-run  pro- 
ductivity improvements  in  the  pn- 


vate  sector.  This  is  narrower  than 
the  above  measure  in  some  ways 
(excluding  federal  structures  for  the 
operation  of  government)  and 
broader  in  others.  Based  on  the 
GAO  definition,  we  find  that  the 
Clinton  budget  does  not  succeed  in 
increasing  investment  above  the 
1993  level.  In  1993,  such  investment 
was  1.7  percent  of  GDP,  slighdy 
higher  than  the  level  is  expected  to 
be  in  n'  1995. 


The  Council's  Proposal 

The  federal  government  needs 
to  do  a  better  job  of  tracking 


public  investment  which  is  so 
important  to  raismg  long-run  pro- 
ductivity. The  budget  process  we 
envision  would  start  with  a  "soft 
target"  from  the  National  Eco- 
nomic Council  for  the  percent  of 
the  total  budget  that  should  go  for 
public  investment.  After  the  Presi- 
dent makes  his  budget  decisions, 
OMB  would  prepare  an  investment 
budget  for  the  Congfress.  Specifi- 
cally, investment  would  be  subdi- 
\ided  by  budget  function  and  class, 
and  then  totalled.^'  The  total 
should  be  shown  as  a  percent  of 
total  civiUan  federal  spending  and 
as  a  percent  of  GDP. 

The  Congress  might  ask  CBO  to 
develop  comparable  investment  fig- 
ures for  other  countries.  Ideally,  the 
budget  resolution  would  include  an 
explicit  statement  on  the  appropri- 
ate level  of  federal  investment. 
There  might  also  be  Congressional 
hearings  on  the  adequacy  of  the 
investment  share  and  level,  as  com- 
pared to  other  countries.  In  addi- 
tion to  budget-year  numbers,  the 
OMB  tables  should  include  projec- 
tions of  what  the  Administration 
intends  to  invest  over  a  five-year 
period.  The  budget  resolution 
should  specifically  consider  the  ade- 
quacy of  the  five-year  numbers  and 
the  UkeUhood  that  such  investments 
will  fit  within  discretionary  spend- 
ing ceilings.  Overall,  the  Council 
suggests  a  soft  non-defense  invest- 
ment target  of  1 2  percent  of  total 
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non-defense  outlays  (or  2.1  percent 
of  GDP  in  1993).  This  would 
require  an  additional  S16  billion 
shift  into  public  investment  in  the 
FY  1995  budget,  from  $134  billion 
to  $150  billion. 


Budget  Caps  on 
Discretionary  Spending 

In  its  Second  Report,  the  Council 
endorsed  strong  efforts  to  reduce 
the  deficit  on  the  scale  proposed 
and  later  largely  achieved  by  the 
.Administration.  W'e  pointed  out 
that  such  deficit  reduction  was  the 
linchpin  lo  a  competitiveness  strate- 
gy. The  Council  is  pleased  that  the 
economy  is  currendy  stronger  than 
many  of  us  might  have  predicted  a 
year  ago.  This  good  economic  news, 
although  tempered  by  remaining 
unemployment  and  falling  real 
wages,  provides  all  the  more  reason 
for  the  .\dministrarion  and  Con- 
gress to  stay  the  course  on  deficit 
reduction.  As  we  noted  in  our  First 
Report,  the  eventual  goal  should  be 
to  move  the  budget  into  surplus. 
The  current  recovery'  is  a  good  time 
to  accommodate  structural  reforms 
and  to  think  about  the  long  term. 

The  discretionary  spending  caps 
enacted  in  1990  and  re-extended  in 
1993  have  been  a  helpful  manage- 
ment tool  to  Congress,  but  may 
now  have  oudived  their  usefulness. 
If  continued  beyond  F\'  1995,  these 
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caps  will  require  very  large  cuts 
from  the  budget  baseline.  [Figure 
13)  We  are  doubtful  that  the  neces- 
san,'  increases  in  public  investment 
can  be  made  under  the  constraint  of 
these  budget  caps. 

Reducing  the  deficit  does  not 
require  a  freeze  in  discretionary 
spending.  There  is  no  reason  why 
the  United  States  should  put  itself 
in  a  straightjacket  on  many  cate- 
gories of  government  spending, 
including  defense.  Thus,  while  the 
Council  strongly  reaffirms  the  need 
to  continue  lowenng  the  federal 
deficit,  we  believe  that  considera- 
tion should  be  given  to  amending 


the  Budget  Enforcement  Act  to  per- 
mit entidement  cuts  or  revenue 
increases  to  be  used  to  pay  for 
increases  in  federal  investment  as 
recommended  above.  The  budget 
process  should  be  focusing  on  the 
amount  of  deficit-spending,  not  on 
whether  such  spending  is  discre- 
tionary or  mandatory.  It  might  be 
noted  that  the  Congress  has  tried 
caps  on  the  deficit  (Gramm-Rud- 
man)  which  did  not  work  and  it  is 
now  using  caps  on  discretionan,' 
spending  which  do  work  but  have 
negative  side  effects.  An  intermedi- 
ate solution  —  not  yet  tried  — 
Hould  be  to  allow  derogations  from 
the  discretionan,'  cap  if  done  in  a 
deficit  neutral  manner.  More  atten- 
tion should  be  given  to  making  cuts 
in  entidements  and  tax  expenditures 
for  affluent  .Americans. 


Competitiveness  Impact 
Statements 

Under  the  Onmibus  Trade  and 
Competitiveness  .Act  of  1988 
(2  U.S.C.  194b),  die  President  and 
heads  of  agencies  are  required  to 
prepare  a  "Competitiveness  Impact 
Statement"  (CIS)  on  all  legislative 
proposals  which  may  affect  the  abil- 
itT,-  of  American  firms  to  compete  in 
international  commerce.  The  state- 
ment IS  supposed  to  be  submitted 
to  the  Congress  along  with  the 
legislative  proposal. 
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Unforainatehv  neidier  the 
Reagan.  Bush,  nor  Clinton  Admin- 
istration has  complied  nitfa  this  law. 
In  both  its  First  and  Second 
Reports,  the  Council  pointed  out 
the  Execuave  Branch's  continuing 
responsibilities  under  this  law.  .As 
far  as  we  are  aware,  no  specific  CIS 
reports  ha^e  been  filed  by  the  Clin- 
ton .Administration. 

The  Council  endorses  the  con- 
cept of  a  competitiveness  impact 
statement:  We  ha%e  foimd  that  all 
too  oft:en  the  federal  government 
enacts  legislation  or  adopts  new 
policies  that  impair  US  competi- 
tiveness  (e.g.  eiport  controls  for 
foreign  policy"  reasons).  In  some 
cases,  the  loss  of  competitiveness 
may  be  a  trade-off  for  some  other 
social  good.  But  in  many  cases,  the 
impact  on  competitiveness  is  an 
unintended  side  effect.  We  believe 
that  b)'  incorporating  the  potential 
competitii-eness  effects  into  the  law- 
making and  regulatory  process,  pol- 
icymakers might  be  sensitized  to  the 
impact  of  their  decisions  on  our 
standard  of  lining. 

Given  the  political  difficulties  of 
efiecting  any  major  policy  reform 
(e.g.  health  care),  the  President 
should  arm  himself  nith  the  best 
possible  arguments.  For  many  pro- 
posals, the  competitiveness  linkage 
is  ke\~  and  may  help  the  j\dininistra- 
tion  achieve  reform. 

The  Coimdl  recognizes  that 
what  looks  to  us  like  useful  analysis 


may  look  to  busy  policy  officials  as 
unnecessary  paperw  ork.  We  see  no 
reason  to  do  a  CIS  on  evei)-  pro- 
posal. But  for  those  10  or  20 
initiatives  each  year  that  may  have  a 
significant  eflfect  on  competiti»-e- 
ness,  we  believe  that  such  an 
anah"sis  is  warranted. 

When  the  Congress  legislated 
this  requirement  in  1988,  a  sis-year 
sunset  was  established.  Thus,  the 
CIS  law  wiU  espire  in  .August  19W 
without  ever  being  tested.  This 
anahtical  experiment  has  proved 
disappointing. 

The  Council  recommends  that 
the  Congress  enact  a  new  CIS 
requirement,  but  with  two  changes 
from  the  current  law.  First,  the 
responsibiht}-  should  be  assigned 
elsewhere  than  the  agency  origi- 
nating the  proposal  —  such  as  an 
independent  agency-  like  the  L'S 
International  Trade  Commission 
(TTC),  or  perhaps  the  Congres- 
sional Budget  Office.-^  Second,  the 
CIS  requirement  should  be 
narrowed  to  just  those  new 
proposals  by  the  .Administration 
with  a  significant  impact  on  com- 
petitiveness. Some  preliminary 
anah^  would  be  needed  to 
determine  when  a  prc^xisal's  effects 
cross  a  tfaie^old  of  significance. 


(inn 

X  he  federal 


gOTTemment  needs  to  do 
a  better  job  of  tracking 
public  investment  whidi 
is  so  important  to 
raising  long-run 
productivitj'.'' 


Industry  Baselines 

In  its  First  Report,  the  Council 
urged  that  the  President  desig- 
nate a  lead  agency  on  competitive- 
ness issues  and  assign  it  the  task  of 
raising  the  nation's  awareness  of 
the  problem.  The  Clinton  Admin- 
istration has  designed  a  new  policy 
coordination  structure  including 
the  National  Economic  Council 
and  the  National  Science  and 
Technology  Council.  WTiile  these 
institutions  are  far  more  proactive 
than  previous  institutions,  we 
think  more  can  be  done  to  focus 
on  competitiveness  both  in  deci- 
sionmaking and  in  educating  the 
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public  about  the  need  for  econom- 
ic change. 

One  of  the  Council's  specific 
recommendations  was  that  a  feder- 
al agenc)'  begin  assessing  the  likely 
course  of  key  American  industries. 
This  would  provide  a  baseline 
against  which  to  judge  specific 
competitiveness  problems  in  the 
future. 

Last  year,  the  Councd  reported 
that  the  ITC  was  planning  to  cre- 
ate an  Office  of  Competitiveness  to 
undertake  such  analyses.  The  ITC 
has  since  decided  to  postpone  cre- 
ating the  office,  but  has  begun  per- 
forming baseline  studies  of  a 
limited  number  of  industries.  The 


Department  of  Commerce  is  just 
beginning  an  effort  of  developing 
industry  benchmarks.  It  is  still  too 
early  to  know  how  extensive  this 
effort  will  be.  The  Council  urges 
the  President  and  Congress  to  give 
renewed  consideration  to  the 
importance  of  industry  baselines 
and  who  should  prepare  them. 
Given  their  e.visting  capabilities,  we 
continue  to  believe  that  the  Con- 
gress should  proNide  a  mandate  and 
adequate  funding  to  the  ITC  or  the 
Department  of  Commerce  for  this 
purpose.  The  ITC  might  be  given 
the  task  of  performing  both  these 
baseline  studies  and  the  competi- 
tiveness impact  statements. 
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Social  Issues 


Last  year,  the  Council  identified  social  issues  as  a  com- 
petitiveness concern  and  began  to  lay  out  an  agenda 
for  fiirther  consideration."  At  the  request  of  the 
Council,  James  Renier,  former  CEO  of  Honeywell,  prepared  a 
preliminary  paper  directing  the  Council's  attention  toward  the 
critical  issues  of  children's  readiness  to  learn  and  preparedness 
for  school,  as  well  as  the  social  mandates  borne  by  schools. 

What  is  the  relationship  between  social  issues  and  com- 
petitiveness? A  competitive  economy  must  be  defined  more 
broadly  than  by  its  balance  of  trade.  Competitiveness  requires 
a  rising  and  sustainable  standard  of  li\ing,  primarily  but  not 
exclusively  defined  in  economic  terms.  Moreover,  this 
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standard  of  living  or  quality  of  life 
must  extend  to  all  Americans,  not 
merely  the  privileged  few  or  the 
broad  middle  class. 

No  one  who  picks  up  a  newspa- 
per or  turns  on  a  television  in  mod- 
em day  America  can  fail  to  notice 
that  a  substantial  segment  of  soci- 
ety is  not  sharing  in  the  current 
recovery  from  the  recession. 
The  poor  are  falling  increasingly 
behind.  Indeed,  povert)-  and  its 
insidious  effects  go  beyond  the 
boundaries  of  disadvantaged  com- 
munities to  weaken  the  fabric  of 
society  in  ways  we  are  only  begin- 
ning to  'jnderstand.  Certainly  the 
competitive  potential  of  the  econo- 
my as  a  whole  is  diminished  by  our 
inabilit)'  to  tap  the  full  potential  of 
all  members  of  societ)-. 

The  social  issues  confronting  the 
nation  —  crime  and  violence, 
poverty,  unemployment,  substance 
abuse,  inadequate  education,  infant 
mortalit)',  family  breakdown,  home- 
lessness,  etc.  —  are  intensified  in 
the  inner  cores  of  the  nation  s 
largest  cities,  once  the  source  of  sig- 
nificant industrial  activit\'.  Here  the 
legacy  of  racial  discrimination  has 
combined  with  disappearing  eco- 
nomic opportunities  in  a  devastating 
cycle  of  poverty  and  violence.  But 
similar  problems  are  found  in  other 
parts  of  the  countn,',  including  a 
great  many  rural  areas  that  have 
been  left  behind  in  the  race  for  eco- 
nomic progress. 


Most  disturbing  —  and  perhaps 
serving  as  a  much-needed  wakeup 
call  —  is  the  realization  that  has 
slowly  dawned  on  the  nation  over 
the  last  five  years:  the  neglect  of 
social  issues  is  scarring  the  next  gen- 
eration of  -Americans.  .As  a  societ\- 
we  are  throwing  away  the  future 
productive  capacities  of  a  growing 
portion  of  our  people. 

.More  children  are  living  in  pover- 
t>-  m  the  1990s  than  in  the  last 
rwent)- years.  [Figure  14]  Twenty- 
percent  of  all  American  children  are 
living  in  povert)-;  among  minorities, 
the  rates  are  even  higher:  38  percent 
of  Hispanic  children,  and  44  per- 
cent of  Afiican-American  children.^' 


Figure  14 

Poverty  Rates  for  Young  and  Old 
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The  Carnegie  Foundation  for  the 
.Advancement  of  Teaching  has 
found  that  one  third  of  children 
entering  kindergarten  are  not 
equipped  mentally  or  physically  to 
start  the  learning  process.^'  More 
recently,  the  Carnegie  Task  Force 
on  .Meeting  the  Needs  of  Yoimg 
Children  issued  a  warning  that  the 
youngest  children  of  America  — 
those  under  age  three  —  are  living 
in  a  "quiet  crisis."  The  Task  Force 
noted  that  "a  staggering  number 
are  affected  by  one  or  more  risk 
factors  that  undermine  healthy 
development."^'  The  gap  between 
children  from  different  social  back- 
grounds is  substantial  at  a  young 
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age,  and  grows  steadily  larger  as 
children  get  older. 

Moreover,  research  is  showing 
that  the  effects  of  povert)-,  poor 
learning  and  academic  performance, 
and  unstable  family  life  are  long-last- 
ing, affecting  an  individual's  pro- 
spects for  job  and  marital  stabilitv' 
well  into  adulthood.-*  Those,  for 
example,  who  drop  out  of  high 
school  are  plagued  by  the  conse- 
quences of  this  aa  over  their  entire 
careers.  White  and  black  males  age 
25  to  54  who  do  not  finish  high 
school  earn  on  average  27  percent 
less  than  those  who  do  finish.  For 
white  and  black  females,  the  disad- 
vantage is  even  larger  —  39  to  42  per 
cent  less  than  high  school  graduates.^' 

On  a  variety-  of  indicators,  .\mer- 
ican  families  and  children  are  faring 
poorly  compared  to  other  industri- 
alized nations.  [Figure  15]  Some 
researchers  attribute  more  than  half 
the  increase  in  child  po\eny  over 
the  last  decade  in  the  United  States 
to  changes  in  US  family  structure.'" 
One  in  four  children  today  lives  in  a 
single-parent  famik,  a  9  percent 
increase  just  since  1985."  Children 
in  one-parent  femilies  are  up  to  ten 
times  more  likely  to  experience 
poverty  in  childhood  for  seven  years 
or  more  compared  to  children  in 
two-parent  families,  and  two  or 
three  times  as  likely  to  have  emo- 
tional and  behavioral  problems.'^ 

Children  grow  up  to  be  the 
nation's  workers.  The  link  between 


the  social  problems  affecting  our 
youth  today  and  our  future  compet- 
itiveness is  easy  enough  to  draw. 
Social  problems  weaken  .\merican 
competitiveness,  both  now  and  in 
the  future,  in  both  obvious  and  sub- 
tle ways. 

Reducing  the  size  of  the  work- 
force. Intractable  social  problems 
rob  the  nation  of  the  productive 
capacities  of  a  sizable  percentage  of 
the  population.  This  may  include 
criminals,  addicts,  the  homeless, 
single  parents,  and  others,  who  have 
dropped  out  of,  or  never  joined,  the 
labor  force.  These  people  represent 
resources  lost  to  the  economj-. 
Those  without  a  high  school  diplo- 
ma are  being  steadily  edged  out  of 
the  workforce.  .■Mthough  the  high 
school  dropout  rate  has  improved 
slighdy  in  the  last  two  decades, 
labor  force  participation  rates 
among  25  to  34  year  old  males  with 
less  than  12  years  of  school  dropped 
9  percentage  points  between  197 1 
and  1991." 

Young  people  in  disadvantaged 
communities  do  not  want  to  be  per- 
manendy  sidelined  from  the  work- 
force, but  they  are  particularly 
sensitive  to  the  state  of  the  local 
labor  market.  A  study  of  out-of- 
school  young  men  in  a  number  of 
urban  areas  in  the  1980s  concluded 
that  local  labor  market  shortages 
greadv  improved  the  emploj'ment 
opportunities  of  disadvantaged 
young  men,  particularly  black 


J.  he  neglect  of 


social  issues  is  scar- 
ring the  next  genera- 
tion of  Americans. 
As  a  society:  we  are 
throwing  away  the 
future  productive 
capacities  of  a 
growing  portion 
of  our  people." 
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youths,  substantially  reducing  their 
unemploNTnent  rate  and  increasing 
their  hourly  earnings." 

Conversely,  a  lack  of  work  during 
crucial  periods  in  a  person's  career 
development  can  lead  to  permanent 
disadvantage,  as  youths  lose  ground 
to  peers  who  are  better  trained  and 
better  integrated  into  the  work- 
force. A  steady  prevalence  of  unem- 
ployment can  lead  some  to  give  up 
on  finding  work  and  permanendy 
exclude  them  from  in  the  labor 
force.  Persistent  pockets  of  severe 
unemployment,  reaching  levels  of 
37  to  40  percent  among  black  male 
and  female  16  to  19  year  olds,"  can 
discourage  job-seeking  and  deny 
youths  die  entry-level  e.'cperience 
and  skill  development  needed  to 
build  successful  work  paths.  Some  5 
percent  of  youths  age  16-19  (9  per- 
cent of  black  youths,  8  percent  of 
Hispanics)  report  no  productive 
role  in  society':  they  are  not  in 
school,  in  the  labor  force,  or  in  the 
military,  and  they  do  not  describe 
themselves  as  homemakers." 

Reducing  the  skill  level  of  the 
workforce.  Poverty  and  other  prob- 
lems interfere  with  the  ability  to 
learn,  producing  workers  who  are 
poorly  equipped  for  the  workplace. 
Numerous  studies  have  found  a 
strong  correlation  between  mea- 
sures of  academic  achievement  in 
mathematics,  reading,  science,  and 
problem  solving,  and  subsequent 
productivitj'  on  the  job."  Yet  at  age 


17,  fewer  than  half  of  .American  stu- 
dents have  the  skills  and  basic 
knowledge  required  for  college  or 
many  entrj-level  jobs." Govern- 
ment and  business  bear  the  costs  of 
remedial  education  and  training,  the 
need  for  which  continues  to  esca- 
late. Other  social  problems  also 
affect  performance  on  the  job  — 
ranging  from  substance  abuse  to 
poor  health  stams  to  a  lack  of  sup- 
port for  family  emergencies. 

High  cost  of  crime.  Violent  crime 
has  risen  steadily  in  the  last  decade, 
and  the  costs  to  society  has  been 
escalating  as  well.  A  recent  tally  of 
the  costs  associated  with  crime  — 
including  the  costs  of  the  criminal 
justice  sjstem,  public  police  and 
securit)'  sv'stems,  private  security 
systems,  damage  to  urban 
economies,  medical  care,  property 
losses,  and  lost  work  years  and 
reduced  productivity  associated  with 
crime  —  amounted  to  a  total  annual 
drain  on  the  US  economy  of  over 
$400  hundred  billion.". And  yet 
even  this  staggering  sum  cannot 
make  the  victims  of  crime  whole,  as 
anyone  who  has  experienced  the 
ravages  of  crime  will  attest. 

Drain  on  government  expendi- 
tures. In  addition  to  public  security 
and  criminal  justice  expenditures,  a 
growing  portion  of  federal,  state, 
and  local  government  budgets  is 
devoted  to  ameliorating  social  prob- 
lems, including  public  assistance, 
health  care,  and  social  services.  With 


this  type  of  spending  we  are  running 
as  fast  as  we  can  just  to  stav-  in  place. 
In  a  rime  of  limited  pubhc  resources, 
this  spending  hampers  our  abilitv-  to 
invest  in  people  and  the  economy, 
which  would  improve  productivitv' 
and  contribute  to  a  broad-based  rise 
in  living  standards.  Preventing  prob- 
lems from  occurring  rather  than 
spending  money  in  a  futile  attempt 
to  fix  them  is  a  cheaper  and  ulti- 
mately more  effective  solution. 


The  Clinton 
Administration  Agenda 

The  Clinton  .administration  has 
identified  social  problems  as  a 
priorit)-  for  its  domestic  agenda.  We 
commend  the  .\dministrarion  and 
Congress  for  taking  the  first  steps  in 
this  direction;  the  ex"pansion  in  the 
earned  income  tax  credit  is  particu- 
larly noteworthy.  The  (EITC)  will 
help  reward  people  for  working,  at 
least  to  the  extent  of  keeping  work- 
ing families  out  of  povertv-.  .\nother 
promising  effort  is  the  .Administra- 
tion's communit)'  development  ini- 
tiative, combining  tax  benefits, 
social  service  grants,  and  improved 
program  coordination  in  nine 
"empowerment  zones"  and  95 
"enterprise  commimities."  Even 
more  significant  will  be  action  in 
the  areas  of  crime  and  welfare 
reform,  two  stated  priorities  of  the 
.Administration  this  year. 
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Some  analysts  point  to  the  expe- 
nence  of  certain  European  coun- 
tries and  argue  that  building  a 
too-generous  safety'  net  detracts 
from  the  beneficiaries'  incentives  to 
take  jobs  and  society's  ability  to  cre- 
ate jobs.  Others  point  to  the  con- 
structive elements  of  these 
programs  in  upgrading  workers' 
skills  and  sharing  the  benefits  of 
economic  growth.  One  of  the  useful 
elements  of  the  current  debate  on 
welfiare  reform  is  the  attention 
being  paid  to  the  unintended  conse- 
quences and  incentives  created  by 
the  welfare  system  on  its  recipients' 
levels  of  dependency,  work  and 
lifestyle  choices. 

Nevertheless,  there  are  numer- 
ous areas  where  go\emment 
expenditures,  as  well  as  the  active 
involvement  of  the  private  sector, 
can  make  a  difference.  Studies  are 
showing  that  increased  expendi- 
tures on  policing,  particularly  com- 
munity policing,  could  make  a 
major  dent  in  \iolent  crime. 
Expenditures  on  rehabilitation  may 
be  the  only  way  to  effectively  turn 
around  drug  abuse.  Preventive 
spending  in  health  care,  communi- 
ty development,  and  youth  and 
family  ser\ices  is  still  sorely  under- 
utilized. Early  inten'ention  pro- 
grams such  as  Head  Start  can  be 
highly  cost-effective,  but  only 
when  they  are  done  well.  Programs 
that  seem  to  work  tend  to  be  those 
that  feature  adequately  funded  and 


trained  staff,  that  intenene  deeply, 
and  that  last  a  long  time. 

Social  problems  can  rarely  be 
solved  in  isolation.  We  have  too 
many  fragmented  programs  and 
benefits,  aimed  at  correcting  one 
particular  problem,  such  as  drug 
abuse,  in  isolation  ft-om  other  inter- 
ventions. The  notion  of  "one-stop 
shopping"  now  being  put  forward  in 
training  and  other  programs  should 
be  applied  more  broadly  as  well. 
Whenever  feasible,  a  common  aim 
for  many  of  our  social  problems 
should  be  to  get  people  back  into 
the  labor  force  as  productive  partic- 
ipants in  the  economy.  Emphasizing 
society's  interest  in  a  productive 
workforce  —  and  a  competitive 
nation  —  is  neither  heartless  nor 
imprudent.  In  the  long  run,  it  will 
ser\e  indiMduals,  their  communi- 
ties, and  the  nation  well. 

In  some  cases  —  such  as  the 
nation's  elementary  schools  —  we 
are  heading  toward  more  integra- 
tion of  services,  but  without  ade- 
quate funding  of  the  mandates. 
Schools  are  now  called  on  to  pro- 
nde  social  services  ranging  from 
"health  programs,  day  care,  drug 
education,  parental  education, 
counsehng  for  teenage  parents  and 
dropouts,  .•MDS  instruction,  suicide 
prevention  and  services  for  children 
from  birth  through  age  three."*"  Yet 
our  schools  are  not  given  the 
resources  to  deal  wnth  these  man- 
dates, while  their  primary  mission 
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of  education  is  crowded  out  by 
other  demands. 

The  current  debate  over  social 
problems  has  developed  into  the 
usual  stand-off  between  liberals 
calling  for  more  money  to  be 
spent  and  conser\'arives  calling  for 
cultural  changes  that  will  restore 
traditional  values  to  disadvantaged 
communities.  The  Council  sees 
both  sides  as  offering  an  impor- 
tant piece  of  the  whole;  more 
money  must  be  invested  and  more 
responsibility  must  be  nurtured 
and  shared  across  our  communi- 
ties. Past  experience  with  educa- 
tional programs  and  welfare 


reform  should  provide  us  with  at 
least  a  few  lessons  learned  well. 
Whatever  the  approach  taken  and 
however  much  money  is  autho- 
rized in  Washington,  a  lack  of 
actual  funding  and  indifferent 
implementation  at  every  level  can 
render  any  initiative  dead  on 
arrival.  Effective  implementation 
of  programs  is  the  only  way  to 
restore  the  belief  that  our  social 
problems  can  be  tackled  successfully. 

James  Renier  has  pointed  out, 
"A  strong  economy  and  a  healthy 
society  support  each  other.  The 
trength  of  one  builds  the  strength 
of  the  other.  And  competitive 


power  depends  on  both."*'  Ameri- 
ca cannot  realize  its  full  economic 
potential  if  we  abandon  our  disad- 
vantaged populations.  Finding  the 
will  and  the  means  to  weave  the 
social  fabric  into  a  tighter,  more 
inclusive  bond  is  one  of  the  most 
important  tasks  we  can  undertake. 
The  Council  sees  its  own  contri- 
bution in  this  area  over  the  next 
year  as  focusing  on  issues  related 
to  child  readiness  to  learn,  the 
effectiveness  of  pre-school  and 
supplementary  school  programs, 
and  youth  dropout,  unemploy- 
ment, and  labor  force  participa- 
tion rates. 
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Capital 
Allocation 


In  its  Second  Report,  the  Council  noted  that  the  United  States 
has  the  lowest  investment  rate  among  major  industrial  coim- 
tries,  half  that  of  most  and  one  third  that  of  Japan.  Most  of 
the  increase  in  national  investment  necessary  to  meet  the  Coim- 
cil's  goal  of  raising  Uving  standards  will  have  to  come  from  the 
private  sector. 

Last  vear  the  Council  reported  that  "there  is  a  need  to  develop 
a  whole  new  approach  to  defining  the  value  of  a  corporation  and 
to  measuring  long-term  corporate  performance."  As  part  of  this 
effort,  the  Council  asked  Robert  Denham,  Chairman  of  Salomon, 
Inc.,  and  Professor  Michael  Porter,  of  the  Hanard  Business 
School,  to  co-chair  a  Subcouncil  on  Capital  Allocation. 
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Over  the  past  few  years,  a  series 
reports  have  been  written  providing 
a  rich  analysis  of  the  strengths  and 
weaknesses  of  our  financial  system. 
Their  most  prominent  common 
theme  is  that  the  economy  could 
significandy  benefit  fi'om  the  devel- 
opment of  more  patient  relation- 
ships between  investors  and  the 
companies  in  their  portfolios.  In 
particular,  the  climate  for  long  term 
capital  investment  may  be  enhanced 
when  stockholders  hold  significant 
stakes  for  longer  periods  and  play  a 
more  active  role  in  monitoring 
company  performance. 

Such  "relationship  investing" 
increases  the  incentive  for  investors 
to  acquire  a  better  understanding  of 
the  company's  strategic  direction 
and  the  effectiveness  of  its  board  of 
directors.  It  also  increases  the 
incentive  for  management  to  be 
accountable  to  owners  in  order  to 
maintain  their  confidence  in  the 
company's  strategic  vision.  Better 
investor  understanding  of  long- 
term  company  strategy  and 
enhanced  management  accountabil- 
it)'  to  financial  markets  hold  the 
promise  of  improving  both  the 
magnitude  and  efficiency  of  domes- 
tic private  investment. 

There  has  been  significant  evi- 
dence of  progress  in  this  direction 
during  the  past  two  years.  In  Octo- 
ber 1992,  the  Securities  and 
Exchange  Commission  adopted  new 
regulations  which  considerably 


reduced  restrictions  on  communica- 
tion among  shareholders.  This  lim- 
ited deregulation  has  improved  the 
effectiveness  of  shareholder  efforts 
to  monitor  boards  of  directors  and 
the  performance  of  companies. 
During  1992  and  1993,  boards  of 
directors  of  a  number  of  large, 
poorly  performing  companies 
removed  their  chief  executives. 
These  high  profile  dismissals  appear 
to  have  stimulated  the  boards  of 
many  other  companies  to  play  a 
more  active  and  independent  role  in 
overseeing  management. 

While  these  are  positive  develop- 
ments, the  test  of  long-term  rela- 
tionship investing  is  not  simply  its 
capacity  to  respond  to  a  crisis  of 
failing  managers  and  boards.  More 
important  is  its  capacity  to  preempt 
such  crises  through  an  ongoing 
process  of  oversight.  This  process 
must  foster  not  only  a  culture  of 
accountabilit)',  but  also  a  cUmate  in 
which  managers  routinely  make  the 
long-term  investments  necessary  for 
their  companies  to  compete  effec- 
tively in  world  markets. 

Research  suggests  that  US  com- 
panies have  not  been  adequately 
investing  for  the  long-term.  Net 
private  investment  as  a  share  of 
GDP  has  declined  considerably 
since  the  1960s  and  1970s  and  is 
well  below  the  level  of  many  of  our 
industrialized  country  competitors. 
And  while  these  aggregate  statistics 
reflect  primarily  the  macroeconom- 


ic  climate  —  including  private  sav- 
ing rates,  fiscal  deficits,  inflation 
and  interest  rates  —  studies  have 
also  produced  worrisome  evidence 
concerning  the  composition  of  pri- 
vate investment: 

■  R&D  spending  as  a  share  of 
GDP  declined  considerably 
fi-om  1986  to  1992. 

■  The  hurdle  rates  American 
firms  use  to  assess  investment 
projects  are  higher  in  relation 
to  the  cost  of  capital  than 
anticipated  by  financial  theory. 

■  Surveys  of  American  and  for- 
eign CEOs  reveal  that  both 
perceive  the  investment  time 
horizons  in  US  companies  to 
be  shorter  than  those  of  their 
major  competitors. 

■  American  companies  appear  to 
invest  at  lower  rates  than  their 
foreign  counterparts  in  intan- 
gible assets  such  as  workforce 
training,  new  market  develop- 
ment and  supplier  relation- 
ships. 

The  Capital  Allocation  Subcoun- 
cil  is  developing  policy  recommen- 
dations to  improve  the  contribution 
of  private  investment  to  the  nation's 
rate  of  productivity  growth  and  the 
creation  of  good  jobs.  The  Sub- 
council  is  building  on  previous 
research  by  seeking  to  identify 
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whether  there  are  specific  changes 
in  federal  laws  or  regulations  which 
might  remove  impediments  to,  or 
otherwise  promote,  long-term  rela- 
tionship investing.  The  Subcouncil 
includes  representatives  of  the 
financial  and  corporate  commimi- 
ties,  relevant  federal  agencies,  labor 
and  the  public  interest,  including  a 
range  of  recognized  non-govern- 
mental experts  in  securities  law,  tax- 
ation, accounting  and  economics 
[see  list  of  members  on  page  49]. 
The  Subcouncil  is  focusing  on 
the  following  seven  areas: 


Creating  incentives  for  long- 
term  equit)'  holdings  and  sig- 
nificantly reducing  the  debt 
bias  of  the  tax  code; 


Encouraging  closer  monitor- 
ing of  boards  of  directors  and 

management  by  shareholders; 

Encouraging  larger  holdings 
in  individual  companies  by 
shareholders; 

Improving  information  avail- 
able for  assessing  long-term 
shareholder  value; 

Encouraging  long-term 
employee  and  management 
ownership; 

Reducmg  unnecessary  costs  of 
shareholder  litigation  which 
inhibit  corporate  disclosure; 
and 

Improving  small  business 
access  to  debt  and  equity- 
finance. 


lencan 
companies  appear  to 
invest  at  lower  rates 
than  their  foreign 
counterparts  in 
intangible  assets  such 
as  workforce  training, 
new  market  develop- 
ment and  supplier 
relationships." 
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Conclusion 


As  the  Council  noted  in  its  First  Report,  the  nation's 
economic  policies  suffer  from  "short-termism."  We 
allow  economic  and  social  problems  to  fester  until 
they  become  unbearable,  and  then  we  are  unwilling  to  make  the 
necessary  sacrifices  to  solve  them.  Too  often  the  federal  govern- 
ment begins  the  process  of  reform  (welfare  reform,  energy  poli- 
cy, national  health  insurance  are  but  a  few  examples),  but  then 
refrains  from  making  real  change.  The  Clinton  Administration 
is  to  be  corrunended  for  its  willingness  to  address  some  of  the 
nation's  problems  in  all  of  their  complexity. 

The  economic  recovery  of  1993  has  already  led  some 
observers  to  say  that  America  has  solved  its  competitiveness 
problem.  The  Coimcil  respectfully  disagrees;  there  is 
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litde  evidence  to  suggest  that  the 
current  economic  pickup  will  lead 
to  substantial  long-run  improve- 
ment in  our  standard  of  li\ing. 
Nevertheless,  the  current  recoveni' 
does  pro\ide  an  opportunit)'  to  seri- 
ously evaluate  our  priorities, 
increase  national  sa\ing,  and  invest 
more  in  plant  and  equipment, 
R&D,  infrastructure,  education  and 


training.    This  may  require  changes 
in  federal  budget  rules. 

The  changes  that  we  are  recom- 
mending will  take  many  years  to 
implement.  .A.S  the  European  Com- 
mission noted  in  its  recent  VVTiite 
Paper,  "the  most  serious  challenge 
facing  policy  makers  will  be  to 
maintain  the  awareness  of  the  need 
to  implement  appropriate  macro- 


economic  and  structural  policies 
even  when  the  recession  is  over.'""^ 
This,  too,  is  the  challenge  facing 
our  policymakers  in  America.  The 
Council  hopes  that  in  offering 
these  \iews  to  the  President,  the 
Congress  and  the  American  people, 
it  will  raise  awareness  of  the  chal- 
lenges confronting  the  nation  and 
wavs  to  address  them. 
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Notes 


1.  Robert  J.  Gordon,  "Wishful 
Thinking."  Forecast,  Januar\'/Feb- 
ruar\-  1994.  Professor  Gordon  esti- 
mates that  the  cyclically  ad)usted 
productivity  growth  for  1993  was 
approximately  1.3  percent. 

2.  In  its  Second  Report,  the  Council 
noted  that  "increases  in  private  sav- 
ing are  highlv  desirable  but  difficult 
to  achieve."  The  Council  continues 
to  believe  that  we  are  not  doing 
enough  to  encourage  individuals  to 
save  more.  .\  national  campaign, 
led  by  the  President,  could  con- 
tribute to  achieving  this  goal. 

3.  BuildwgA  Competitive  Amei'ica, 
Competitiveness  Policy  C^ouncil, 
March  1992,  p.  25. 

4.  The  reform  proposals  differ  on  sev- 
eral points.  One  is  whether  there 
should  be  a  mandate  for  insurance 
for  ever\one  or  whether  the  gov- 
ernment should  tr\  to  reduce  barri- 
ers to  obtainmg  coverage,  .\nother 
is  whether  employers  should  be 
required  to  make  insurance  avail- 
able and,  if  so,  what  percentage 
they  should  pay.  A  third  considera- 
tion is  how  much  assistance  should 
be  given  to  small  employers  or 
lower  income  individuals.  A  fourth 
is  the  extent  to  which  health  uti- 
hzation  should  be  governed  by 
standards  or  left  to  the  discretion  of 
patients  and  doctors. 

5.  This  section  draws  primarily  from 
two  pieces  of  research  commis- 
sioned by  the  Councd:  Henry 
.\aron  and  Barrv  Bosworth, 
"Health  Care  Financing  and  Inter- 
national Competitiveness."  Febru- 
an-  10,  1994.  and  Lewin-MII,  Inc., 


"The  Impact  of  the  Health  Securi- 
ty' Act  on  Firms  Competing  in 
Internanonal  Markets."  January  12, 
1994. 

6.  There  are  numerous  problems 
using  life  expectancy  as  a  proxy 
for  health.  First,  life  expectancy 
covers  all  causes  of  death.  This  is 
particularly  important  in  the  case 
of  the  United  States,  since  it  has 
the  highest  death  rate  due  to 
crime  among  all  the  industrial- 
ized countries.  Even,'  health 
indicator  has  its  own  limitation, 
which  hampers  this  t}'pe  of 
analysis.  The  broader  point  still 
remains  that  the  United  States 
spends  significantly  more  on 
health  care  than  the  other  indus- 
trialized countries  and  .\meri- 
cans  do  not  appear  to  be 
proportinally  healthier. 

7.  If  health  care  reform  does  not 
result  in  higher  individual  saving, 
higher  business  investments,  and 
lower  federal  deficits,  and  the 
"reform  dividend"  is  redeployed 
to  other  t\pes  of  consumption, 
the  reform  will  not  have  any  sig- 
nificant impact  on  the  nation's 
competitiveness. 

8.  Aaron  and  Bosworth  suggest  that  at 
least  80  percent  of  the  mcrease  in 
health  care  costs  is  shifted  back  to 
workers.  The  Council  realizes  that 
this  may  not  always  be  the  case.  If 
health  costs  are  not  predicted  well, 
employers  may  have  to  temporarily 
absorb  some  of  the  costs  them- 
selves. In  industries  that  are  strong- 
ly unionized,  additional  health  care 
costs  may  result  in  lower  profits  or 
higher  prices.  Still,  the  most  likely 


result  of  rising  health  insurance 
costs  is  lower  wages. 

9.  If  one  views  the  employer  as  the 
payer,  there  will  be  a  first  round 
reduction  in  competitiveness,  but 
as  the  dollar  falls,  exports  would 
rebound. 

10.  See  Aaron  and  Bosworth,  Table  7. 
Based  on  full-time  equivalents. 

11.  Lewin-MillncTable?. 

1 2 .  Eight>-two  percent  of  all  large 
companies  are  self-insured. 

13.  .\  coroUan,'  to  this  point  is  that  if 
health  care  spending  is  controlled, 
workers  may  expect  those  savings 
to  be  translated  into  higher  wages. 

14.  Of  course,  to  the  extent  that  health 
care  costs  are  not  fully  absorbed  by 
employees,  they  will  be  passed  to 
stockholders  and  consumers, 
through  lost  sales,  higher  prices  or 
lower  profit  margins. 

1  5.  .\nnualized  data  for  production  and 
non supervisor)'  workers  in  private 
nonagricultural  industries.  These 
BLS  data  may  in  fact  over-estimate 
the  decline  in  real  wages.  First,  the 
real  wage  senes  does  not  include  all 
workers.  Second,  experts  such  as 
BarT\-  Bosworth  have  suggested  that 
the  deflator  used  overstates  the 
decline.  Third,  Frank  Levy  has 
argued  that  real  wage  data  track  dif- 
ferent people  over  time  and  there- 
fore average  tamily  mcome  data  are 
preferred,  .\lthough  average  family 
incomes  have  been  rising,  it  should 
be  noted  that  more  families  are  now 
dependent  on  two  wage  earners. 
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16.  In  the  President's  budget  request 
for  V\  IW5,  core  formula  pro- 
grams of  ISTEA  will  he  fully  fund- 
ed with  a  highway  obligation 
ceiling  of  $20  billion  and  transit 
formula  grants  at  S2.9  billion. 

17.  Edward  V.  Regan,  "Investment, 
Jobs,  and  Economic  Growth."  The 
Jerome  Levy  Economics  Institute, 
October  1993. 

18.  Like  its  predecessor,  the  Interstate 
Highway  SN-stem  built  in  the  1950s 
and  1960s,  the  purpose  of  the 
National  Highway  System  as  envi- 
sioned in  ISTEA  is  to  help  meet 
national  defense  requirements  and 
serv'e  interstate  and  interregional 
travel, 

19.  Thus,  income  maintenance  to  a 
needy  person,  however  worthy,  is 
not  an  investment,  as  it  does  not 
increase  the  capital  stock  per  per- 
son. 

20.  These  figures  include  three  cate- 
gories of  public  investment  —  edu- 
cation and  training,  research  and 
development,  and  public  infrastruc- 
ture. OMB  reports  several  addi- 
tional categories  (e.g. 
commodities),  which  are  excluded 
from  this  analysis.  Losing  the 
broader  measure  )'ieids  a  similar 
conclusion.  We  also  examined 
investment  as  a  percent  of  non- 
defense  oudays  excluding  interest 
payments,  and  found  a  similar 
result. 

2 1 .  When  state  government  spending 
on  education,  training  and  high- 
ways IS  added,  the  decline  is  less 
dramatic,  from  approximately  10 
percent  of  GDP  in  1975  to  approx- 
imately 8.5  percent  of  GDP  in 
1991.' 


22.  The  fimctions  might  include:  edu- 
cation and  training,  transportation, 
environment  and  health.  The  class- 
es might  include:  equipment,  struc- 
tures, payments  to  individuals  and 
grants  to  states. 

23.  The  current  law  is  already  manda- 
tor)', so  it  cannot  be  even  more  so. 
One  alternative  would  be  to  main- 
tain the  responsibilitv'  with  the 
Executive  Branch  but  to  remove 
the  provision  bamng  judicial 
enforcement  ot  the  CIS  require- 
ment. But  the  Counal  does  not 
want  to  promote  such  litigation. 

24.  At  the  time  of  this  report,  the 
Council  had  )ust  begun  its  work  on 
this  topic.  The  following  section 
was  drafted  by  the  Council's  staff, 
and  will  serve  as  a  basis  for  further 
work  by  the  Council. 

25.  Kids  Count  Data  Book,  Center  for 
the  Study  of  Social  Policv,  Wash- 
ington, D.C.  1993. 

26.  Just  the  Facts,  A  Summary  of  Recent 
In  formation  on  America's  Children 
and  Their  Families,  National  Com- 
mission on  Children,  Washington, 
D.C.  1993. 

27.  Starting  Points:  \leetmg  the  Needs  of 
Our  Youngest  Children,  Carneige 
Corporation  of  New  York,  April 
1994.  p.  .xiii. 

28.  Barbara  Dafoe  Whitehead.  "Dan 
Quayle  was  Right,"  The  Atlantic, 
April  1993. 

29.  US  Department  of  Education, 
National  Center  for  Education  Sta- 
tistics. The  Condition  of  Education 
1992,  Washington  D.C.  1992. 

30.  Just  the  Facts,  p.  7. 


31.  Kids  Count  Data  Book,  p.  14. 

32.  Whitehead,  p.  47. 

3  3 .  The  Condition  of  Education  1 992, 
Table  30-!. 

34.  Richard  B.  Freeman,  "Employment 
and  Earnings  of  Disadvantaged 
Young  Men  in  a  Labor  Shortage 
Economy,"  in  The  Urban  Under- 
class, Christopher  Jencks  and  Paul 
E.  Peterson,  eds.  Brookings,  Wash- 
ington, D.C.  1991. 

35.  Bureauof  Labor  Statistics  Civilian 
Unemplo\Tnent  Rate.  Table  B-41. 

36.  Kids  Count  Data  Book. 

37.  John  H.  Bishop,  "WTiy  the  Apathy 
in  Amencan  High  Schools?"  Educ-a- 
tional  Researcher,  Jzn-F  eh  1989. 

38.  Just  the  Facts,  p.  85. 

39.  "The  Economics  of  Crime,"  Busi- 
ness H'eek,  December  13,  1993. 

40.  James  Renier,  "Education  and 
Competitive  Strength,"  paper  pre- 
pared for  the  Competitiveness  Pol- 
ic>' Council.  1993. 

41.  James  Renier,  1993. 

42.  European  Community,  "Growth, 
Competitiveness  and  Employ- 
ment," WTiite  Paper,  1993. 
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RAND  \.  AR.\SKOG  has  been 
Chairman.  President  and  Chief 
Executive  Officer  of  the  ITT  Cor- 
poration since  1980.  Mr.  .\raskog  is 
a  director  of  several  corporations, 
the  Xe«-  York  Stock  Exchange, 
DavTon  Hudson  Corporation,  Shell 
Oil,  Dow  Jones,  and  .-Mcatel 
Alsthom.  He  is  a  member  of  the 
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Roundtable  and  author  of  The  ITT 
liars.  He  spent  five  years  at  the 
Department  of  Defense  during  the 
late  1950s. 

JOHN  J.  BARRY  is  International 
President  of  the  International 
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a  position  he  has  held  since  1986. 
He  started  as  an  apprentice  in  the 
electrical  construction  industry'  and 
has  held  numerous  elected  positions 
in  organized  labor  since  1962.  He 
is  a  \'ice  President  and  Executive 
Council  .Member  of  the  AFL-CIO. 
He  series  on  many  boards  including 
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is  also  chairman  of  the  Eminent 
Persons  Groups  created  by  the  Asia 
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Forum  (.\PEC)  in  1993  to  advise  its 
member  governments  on  trade  and 
investment  liberahzation  in  the 
region.  He  was  .\ssistant  Secretary- 
of  the  Treasury  for  International 
.'UTairs  ft-om  1977-1981  and  served 
on  the  senior  staff  of  the  National 
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1 99 1 .  He  is  a  retired  director  of 


several  New  York  Stock  Exchange 
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The  Competitiveness  Policy  Council's  Mandate 


The  Competitiveness  Policy 
Council  was  created  by  the 
Omnibus  Trade  and  Competitive- 
ness Act  of  1988.  It  is  charged 
with  making  recommendations  to 
the  President  and  Congress  on 
how  to  improve  the  nation's  com- 
petitiveness. The  Council's  objec- 
tives, as  stated  in  Public  Law 
100-418  (Section  5204),  are  to: 

(1)  develop  recommendations  for 
national  strategies  and  on  specific 
policies  intended  to  enhance  the  pro- 
ducti\it\'  and  international  competi- 
tiveness of  United  States  industries; 

(2)  pro\ide  comments,  when  appro- 
priate, and  dirough  any  existing 
comment  procedure,  on — 

(A)  private  sector  requests  for 
governmental  assistance  or 
relief,  specifically  as  to  whether 
the  appUcant  is  likely,  by  receiv- 
ing the  assistance  or  relief,  to 
become  internationally  competi- 
tive; and 

(B)  what  actions  should  be  taken  by 
the  applicant  as  a  condition  of  such 
assistance  or  relief  to  ensure  that 
the  applicant  is  likely  to  become 
internationally  competitive; 

(3)  analyze  information  concerning 
current  and  future  United  States 
economic  competitiveness  useful  to 


decision  making  in  government  and 
industr)'; 

(4)  create  a  forum  where  national 
leaders  with  experience  and  back- 
ground in  business,  labor,  academia, 
public  interest  activities,  and  gov- 
ernment shall  identify  and  develop 
recommendations  to  address  prob- 
lems affecting  the  economic  com- 
petitiveness of  the  United  States; 

(5)  evaluate  Federal  poUcies,  regu- 
lations, and  unclassified  interna- 
tional agreements  on  trade,  science, 
and  technolog}'  to  which  the  Unit- 
ed States  is  a  part)'  with  respect  to 
the  impact  on  United  States  com- 
petitiveness; 

(6)  provide  policy  recommendations 
to  the  Congress,  the  President,  and 
the  Federal  departments  and  agen- 
cies regarding  specific  issues  con- 
cerning competitiveness  strategies; 

(7)  monitor  the  changing  nature  of 
research,  science,  and  technology'  in 
the  United  States  and  the  changing 
nature  of  the  Untied  States  econo- 
my and  its  capacit)' — 

(A)  to  provide  marketable,  high 
qualit\'  goods  and  services  in  domes- 
tic and  international  markets;  and 

(B)  to  respond  to  international 
competition; 


(8)  identify — 

(A)  Federal  and  private  sector 
resources  devoted  to  increased 
competitiveness;  and 

(B)  State  and  local  government 
programs  devised  to  enhance 
competitiveness,  including  joint 
ventures  between  universities  and 
corporations; 

(9)  estabUsh,  when  appropriate,  sub- 
councils  of  pubUc  and  private  leaders 
to  develop  recommendations  on 
long-term  strategies  for  sectors  of 
the  economy  and  for  specific  com- 
petitiveness issues; 

(10)  review  policy  recommendations 
developed  by  the  subcouncils  and 
transmit  such  recommendations  to 
the  Federal  agencies  responsible  for 
the  implementation  of  such  recom- 
mendations; 

(1 1)  prepare,  publish,  and  distribute 
reports  containing  the  recommenda- 
tions of  the  Council;  and 

(12)  publish  their  analysis  and  rec- 
ommendations in  the  form  of  an 
annual  repon  to  the  President  and 
the  Congress  which  also  comments 
on  the  overall  competitiveness  of  the 
.•Vmerican  economy. 
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Council  Reports  and  Commissioned  Studies 


Building  a  Competitive  ATmrica,  First  Annual  Report  to  the  President  and 
Congress,  March  1,  1992 

A  Competitiveness  Strategy  for  America,  Second  Repon  to  the  President  and 
Congress,  March  1993 

Enhancing  American  Competitiveness:  A  Progress  Report  to  the  President  and 
Congress,  October  1993 

Reports  of  the  Suhcoundb,  March  1993 

A  Trade  Policy  for  a  More  Competitive  America,  Repon  of  the  Trade  PoUcy 
Subcouncil  to  the  Competitiveness  Pohcy  Council,  March  1 993 

Building  High-Perforrmnue  Workplaces,  Report  of  the  Training  Subcouncil 
to  the  Competitiveness  Policy  Council,  March  1993 

Building  a  Standards-Based  School  System,  Report  of  the  Education  Sub- 
council  to  the  Competitiveness  Policy  Council,  March  1993 

Forging  the  Future:  Policy  for  American  Manufacturing,  Report  of  the  Manu- 
facturing Subcouncil  to  the  Competitiveness  Policy  Council,  March  1993 

Investing  in  our  Future,  Report  of  the  Public  Infrastructure  Subcouncil  to 
the  Competitiveness  Policy  Council,  March  1993 

Technology  Policy  for  a  Competitive  America,  Report  of  the  Critical  Technolo- 
gies Subcouncil  to  the  Competitiveness  Pohcy  Coimcil,  March  1993 

Health  Care  Reform  and  US  Competitiveness,  Working  Papers  Commis- 
sioned by  the  Competitiveness  Polic\-  Council,  May  1994 

Implementing  a  New  Technology  Policy,  Report  of  the  Critical  Technologies 
Subcouncil  to  the  Competitiveness  PoUc\-  Council,  May  1994 


These  publications  can  be  obtained  from: 

Competitiveness  Policy  Council 

1 126  M  Street,  NW,  Suite  300 

Washington,  B.C.  20036 

Telephone  202-632-1307 

FaxsimiU  202-632-1350 
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